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Chapter Two

Executive Summary

The Joint Select Committee on Public School Finance was created to conduct a
comprehensive review of the public school finance system in Texas. Co-Chaired by
Senator Teel Bivins and Representative Paul Sadler and composed of 18 members (six
Senate, six House and six public members), this Committee was faced with alarge,
complex and difficult task. Issues of programs, funding formulas, system structure,
equity, adegquacy, cost, revenue resources, including review of the state’s tax system,
were al brought before the Committee and discussed by members of the public, state
experts and national experts.

The historical context of this issue and the forces driving the current system to capacity
are intricate and often symbiotic. Each layer of the system is interwoven with
congtitutional and judicial requirements, not to mention the more obvious requirements of
the day to day maintenance of an enormous public education system. This system, by its
nature and due to its prioritization by the public viathe Legidature, is the single largest
expenditure in the state budget.

Property taxes have been a component of state revenue systems nationwide for much of
this country’s history. Texas first enacted a property tax in 1837. Since then and through
numerous modifications, this type of taxation has become the single most significant
source of loca revenue in the state. While a state property tax is unconstitutional, local
taxing jurisdictions, and most importantly for purposes of this report, school districts,
depend on the property tax for much of their revenue.

In the mid 20th century, Texas and most other states adopted a “ minimum foundation
school funding system”. This approach to funding public schools relies on a partnership
between the state and local school districts for funding education. In almost all cases,
local school districts have only one way to raise money- the property tax. Asthe
differences in taxable property among local school districts became more and more
pronounced, Texas and the vast mgjority of other states in the U.S. experienced law suits
claiming that the dramatic differences in the ability to raise money from property taxes
due to differences in property wealth created an unconstitutional system. The plaintiffs
succeeded in almost every case.

Soaring property taxes during the 1970's were the catalyst for amajor revision of the
property tax code of Texasin 1979. Asaresult, all property taxed by school districts is
appraised by a single county appraisal district, and those appraisals are used by every
taxing jurisdiction in that county, including school districts. State standards were
implemented and state supervision of local tax offices was required.
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While this new system of property taxation was deemed better than previous systems, it
still 1eft the issue of disparities in property wealth unsettled. In the 1982-83 school year
the first Edgewood lawsuit was filed based on the concept that the existing two-tier
system did not compensate for thesedisparities. Texas current system of funding public
schools was adopted in 1993 and in 1995 was determined by the courts to be
congtitutional. It required the state to redistribute property tax revenues from property
wealthy districts to poorer districts, ensuring substantially equal revenues for
substantially equal property tax effort. This decision did not, however, define the level of
state funding needed for equity, but instead stated that the current system met the court’s
threshold.

The state’ s existing school funding system presents significant challenges to Texas in that
it is overly reliant on property taxes and the notion of recapture is unpopular. Because
the funding system equalizes the revenue-generating capacity of all school districts, it
reduces the role of local property wealth in determining the level of funding available for
individual schools. The state's significant gains in student achievement made in the last
ten years are at least partially attributed to the equity principles inherit in the system.

This plan has been called “Robin Hood” because of its reliance on recapture of revenues
from property wealthy districts and its redistribution of those funds to poorer districts. It
should be noted that this plan was adopted by the Legislature only after numerous other
attempts to achieve a congtitutional funding system had been struck down by the Texas
Supreme Court.

Since 1995, the state has seen rising property values and even more rapidly rising costs
due to population growth, inflation, and numerous other variables While public
education continues to be the single largest expenditure in the state budget, as a
percentage of total funding, state funding has lagged further ard further behind local
revenues as the primary source of education funding statewide. Thisis in spite of many
billions of state dollars being pumped into the system to provide property tax relief,
teacher pay raises and school district employee health insurance. The ever growing
over-reliance on local property taxes to fund public education is the impetus behind this
study and while numerous proposals for a system overhaul or change to the current
system have been proposed, it is ultimately up to the 78th Legidature to determine how
best to approachthis issue.

This report gives an overview of complete plans for systemic change, in other words,
plans for change of the entire chassis of the system, and breaks out changes that could be
made separately or as components of alarger plan to be developed by the next
Legidature. Persons offering plans for an entirely new “chassis’ were Lt. Governor
Ratliff, Senator Florence Shapiro, Mr. Craig Foster, Mr. David Thompson and Mr. Lynn
Moak.

Proposed changes to the component parts of the system included moving to asingle

tiered system, creating automatic cost of living adjustments, increasing the number of
students in the equalized system, using current year property values and locally adopted
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tax ratesin state aid calculations, changing current programs and funding weights,
updating the Cost of Education Index, allowing a more flexible school year and local
budgeting, improving facilities funding and increasing per capita spending over all.

To pay for proposals that were predicted to cost the state more money, Committee
members heard testimony concerning closing franchise tax loopholes, creating a
voluntary or a mandatory state income tax, raising the $1.50 local property tax cap,
creating a split tax base, revising the current tax exemptions, creating penalties for failure
of businesses to comply with mandatory rendition, requiring property sales price
disclosure, increasing professiona licensing fees and the number of professions’ charged
fees, and restructuring recapture. A full review of the current tax system was provided to
members by the staff of the State Comptroller’s office, and afull review of the state’s
legal taxing authority was provided by the staff of the state’ s Attorney General.

Chairman Sadler stated that the reason that Texas' “Robin Hood” plan has not been
replaced is because no one has come forward with a silver bullet since 1993. The reality
isthat as long as Texas relies on a “minimum foundation school funding system,”
wholesale change will be difficult. This and the fact that the state is faced with budgetary
constraints in the next biennium comprise the framework on which this Committee
structured this report. The report lays out a menu of options for the next L egislature to
consider in whole or in part as it addresses the ever increasing burden on local property
tax bases to fund public education.
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Chapter Three

TheCharge
The Committee Shall:

1. Conduct a comprehensive review of the public school finance system in Texas,
including, the system’s structure, being sure to address issues of facilities,
transportation and similar issues; the method of funding for public schools in the
state; and factors that determine how to pay for education (e.g. personnel costs
vs. student attendance, course completion, classroom vs. distance learning).

2. Consder al equity issues affecting school districts and the school finance
system.

3. Examine fully the revenue resources for funding public schools, including a
review of the state' s tax system as it relates to public school finance.

I ntroduction

The charge to the Joint Select Committee on Public School Finance was composed of
three components and driven by the realization onthe part of legisators that reliance on
local property taxes to fund public education istoo great. The charge directed the
Committee to conduct a comprehensive review of the public school finance system,
including transportation, facilities, and other similar issues. The method of finance was
also to be examined; meaning not just the use of property taxes, but the entire tax system
of the state as it relates to the support of public education. The Committee was further
charged to consider how to pay for personnel costs, course completion, student
attendance and distance learning.

The Committee endeavored to meet this challenge by holding hearings around the state,
taking both public and invited expert testimony. The testimony clearly made the case for
a more flexible funding system, with greater funding capacity that does not over-rely on
local property taxation. While efficiency and the general diffusion of knowledge are
constitutional requirements more thana century and a half old, the Committee learned
that the contemporary interpretation of those requirements changes aimost daily due to
the ever increasing numbers of students, the demands of new technology and changing
demographics. Another factor impacting the equity issue and the 1995 Edgewood ruling
isthe amount of local enrichment currently outside the equalized system.

The roots of the current debate go back to 1949, when the Gilmer-Aiken Act created what
istoday’ s Foundation School Program That Act used personnel units to fund the state's
share of the cost of public education. Over the years the state' s share of the cost has
fluctuated, and today, in spite of billions of dollars of increased spending by the state, the
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local share of the total cost exceeds the state’s. Rising costs have created a greater
reliance on local funding. Local property taxes now fund more than 50% of the total cost
of public education from a statewide perspective.

Over time, disparity in property wealth among districts created a Situation in which
property poor districts could raise less per student at higher tax rates than property
wealthy districts. This situation became the basis of multiple lawsuits seeking funding
equity among al districts in the state. When the courts found the state’' s funding system
to be uncongtitutional, multiple legidative attempts to address the issue led to what is
today’ s equalized, recapture-based system. While lauded by many as one of the most
equitable school finance systems in the nation, new lawsuits question whether rising local
property taxes have created an unconstitutional statewide property tax. The question has
also been raised as to whether rapidly rising local tax rates have created such an
enormous strain that they now jeopardize the capacity of the system itself. Thus, this
Committee was constituted to address system capacity and issues related to financing
public education in Texas.

The Appendices of this report contain a great deal of witness testimony and resource
materia provided to the Committee. However, due to the volume of materials provided
to the Committee, only materials directly referred to in this report are included. All other
resource materials and written testimony provided to the Committee during this process
are available for review through the Senate Education Committee.
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Chapter Four

Public Testimony

The Joint Select Committee on Public School Finance traveled to six cities across Texas,
Amarillo, El Paso, Brownsville, Galveston, Price, and West Lake, to hear public
testimony on public school finance. The testimony underscores the statewide belief that
the over-reliance on property taxesis acritical issue in public school funding. All of the
submitted written testimony is available through the Senate Education Committee. As
noted in the previous chapter, due to the volume of testimony, it is not included in this

report.

Expert Testimony Summary

The Joint Select Committee on Public School Finance held a number of hearingsin
Austin with invited testimony. A number of expert witnesses testified. Their written
testimony, as presented to the Committee, is available through the Senate Education
Committee.

TEA Public School Finance Seminar

David Andersonand Joe Wisnoski of the Texas Education Agency were invited to testify
before the Joint Select Committee on Public School Finance on October 24, 2001. Below
isabrief summary of their testimony.

Annual state and local aid exceed $24 billion. The two largest sources are local
M& O taxes ($13.5 B) and the state foundation funding ($9.5 B).

Almost all money in the system is geared to overcome disparitiesin loca property
values. Any change tends to impact the equity of the entire system

Higher property values result in savings in state general revenue. Higher tax rates
increase state cost and local budgets. The opposite also appliesto both

An increase of one student on average raises the cost of the Foundation School
Program about $5,500. An increase of $1 billion in tax base generally reduces
state aid by about $15 million. Anincreasein tax rate of $.01 raises the total Tier
I amount by $132 million, and costs an additional $46 million in state aid.
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77th Legislature Major Formula Changes
Guaranteed level of $25.81 in 2001-02
Guaranteed level of $27.14 in 2002-03
Equalized wealth level of $300,000 in 2001-02
Equalized wedlth level of $305,000 in 2002-03
Gap ad

Chapter 41 equdlization options
Voluntary consolidation
Detachment/annexation

Purchase attendance credits from state
Educate non-resident students

Tax base consolidation

Funding Rules

Adjustments in prior year property values
Local tax effort

Biennia lag in recognizing tax effort
Chapter 41 Hold Harmless provisions
Facilities funding limits

The Texas School Finance System:
An Outline Summary of Legal Challenges and Constitutional
Standards

Jeffrey Boyd, Deputy Attorney Genera for Litigation, was invited to testify before the
Joint Select Committee on Public School Finance on October 25, 2001. Mr. Boyd
testified on the history of legal challenges to public school finance in Texas. Below isa
brief summary of histestimony.

1949 Gilmer-Aiken Act
Created a minimum foundation program to equalize state aid by a guaranteed amount per
student; allowing for local enrichment.

1971 Rodriguez v. San Antonio |.S.D.

Property-poor districts challenged a system that encouraged districts to devel op special
education programs with matching state funds saying that only wealthy districts could
afford to participate. The district court agreed that the system violated equal protection
guarantees in U.S. Constitution.

1973 Rodriguez v. San Antonio |.S.D.

The U.S. Supreme Court reversed the district court’s 1971 ruling, finding that the state
system bore arational relationship to furthering state goals of providing minimum
education while encouraging local control.
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1989 Edgewood |

Property-poor districts challenged inequity in funding under the Texas Congtitution. The
Supreme Court ruled the system was neither financially efficient nor efficient in
providing a‘genera diffusion of knowledge.” Under a constitutional system, districts
must have substantially equal access to similar revenues per pupil at smilar levels of tax
effort and local enrichment must derive solely from local tax effort.

1991 Edgewood ||

In response to Edgewood |, the 71st Legislature adopted SB 1, withthe goa of ensuring
similar yield for similar tax rates and created adjustments in funding to address gaps
between districts. The Supreme Court ruled that SB 1 did not remedy the major causes of
the wide opportunity gaps between rich and poor districts. A funding system that is so
dependent on local property taxes must draw revenue from all property at asimilar rate.
The Court suggested changing district boundaries, consolidation of districts, and
consolidation of tax bases as possible remedies.

1992 Edgewood 111

The 72nd Legidature, through HB 351, established 188 County Education Districts
comprised mostly of school districts within a single county, giving them the sole duty to
levy, collect, and distribute property taxes. The state set the tax rate and directed how the
proceeds would be distributed. The Supreme Court held that HB 351 created an
unconstitutional state ad valorem tax.

1995 Edgewood 1V

The 73rd Legidature, through SB 7, created the current system, which requires recapture
from districts with property values above a certain wealth per weighted student. The
Supreme Court upheld this system. Efficiency requires substantially equal accessto
funding up to the legidatively defined level that provides an accredited education.
Efficiency does not prohibit local enrichment.

2001 West-Orange Cove Consolidated |.S.D. v. Nelson

Wealthy districts sued the Commissioner of the Texas Education Agency, alleging they
had lost the discretion to set M aintenance and Operations tax rates since they would soon
be at the $1.50 cap, which they argued, creates a state ad valorem tax. Defendants pled
that no district must tax at $1.50 to provide a general diffusion of knowledge/accredited
education. The trial court dismissed the case, finding that not enough districts were at the

cap.

2001 Hopson v. Dallas1.S.D.

Taxpayers sued districts where they resided, alleging that the system imposes a state

ad valorem tax and that the use of Weighted Average Daily Attendance (WADA) in
determining equalized wealth level isin violation of the Texas Constitution. Defendant
Irving 1.S.D. filed a third party petition against the Commissioner of Education.
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Case Update

Since Jeffrey Boyd's testimony the Texas Court of Appeals, Third District, affirmed the
judgment in West Orange-Cove Consolidated I.SD. v. Nelson. It held that West Orange-
Cove's pleadings simply fail to state a viable cause of action because they did not clam
that the district is forced to tax at the highest alowable rate to provide the bare,
accredited education. “Accredited education” has been used by both the Legislature and
the Supreme Court to define “general diffusion of knowledge.” The Court also held that
the claim is not ripe because the plaintiff districts failed to show that they were forced to
set tax rates at the maximum rate just to provide an accredited education. The trial courts
finding that not enough districts had reached the taxing cap did not correctly state the
relevant test for ripeness.

There has been no decision in Hopson v. Dallas 1.SD. Other school finance cases have
been filed in the state but the state is not a party to those suits.

Funding K-12 Education

Mr. Steve Smith from the National Conference of State Legislatures was invited to
testify before the Joint Select Committee on Public School Finance on October 25, 2001.
Mr. Smith testified on public school finance in Texas. Below is abrief summary of his
testimony.

Revenue and Funding Structuresin Texas

State funding is approximately 48% of total funding.
(Genera Revenue Fund, lottery, education trusts)

Local Funding is approximately 45% of total funding.
(Property tax, local sales tax, fees)

Federal funding is approximately 7% of total funding.
(Title I, IDEA grants)

Changesin Funding Structures

In 1993, Michigan eliminate local school property taxes and voters choose a
replacement that: Increased state sales tax 2%, created a 6 mil state property tax (
prior to passage, average millage rate was 34), created a 12 mil local property tax
on non-homestead property, reduced state income tax .2%, and increased tobacco
taxes.

In 2001, Minnesota changed to a foundation level system. The state funds the
entire foundation level and local districts can levy an additional $800 per pupil.
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Distribution of Funds

All dates provide funding for education through finance formulas and/or
categorical funds and require local support in order to receive state funding.

States that require certain local effort usually have a foundation program (local
district required to levy a certain millage rate for equalization). Many states
multiply the foundation level by aweight for certain students

Facilities funding is distributed through formulas, matching funds, separate
construction oversight agencies and state loans to districts.

State funding is delivered via special education funding, pupil weights,
reimbursement, and census based funding.

Twenty-seven states rank schools/districts and over 30 states reward/sanction
schoolg/districts.

New requirements from the General Accounting Standards Board (GASB) give
states responsibility to identify best financial practices

Thorough, Efficient, and Equitable Systems

In defining a “thorough and efficient” system, a state must define the cost of the
system determine the source of funds and require equitable distribution

The state' s role is to specify performance standards, measure whether they are

being accomplished and hold students/teachers/schools accountable for the
results; supply sufficient resources for schools to be successful.

Policymakers in some states are attempting to develop alink between
performance and spending.

Litigation Surrounding Education Finance

The standards based movement hasinfluenced the move toward adequacy.

A Study of Uncontrollable Variationsin the Costs of Texas
Public Education

Dr. Uri Treisman from the Charles A. Dana Center was invited to testify before the Joint
Select Committee on Public School Finance on January 24, 2002. Dr. Treisman testified
on uncontrollable variations in the costs of Texas public education. The text below was

provided to the Committee by the Dana Center.
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The Charles A. Dana Center was charged by the 76" Legislature to conduct a study of
variations in known resource costs and costs of education beyond the control of a school
district. This report contains a short description of updating the existing CEl. It also
examines several education cost-adjustment models, as well as the potential total impact
on the Foundation School Program of applying each of these models to existing school
finance formulas. Finally, this report provides an overview of issuesto consider in
adopting a new Texas CEI.

SECTION 1: The Dana Center conducted a series of formal interviews with officials
from twenty-seven school districts to determine the financial pressures they face. In these
interviews, some issues were raised repeatedly, regardless of the size and location of the
school district. Some issues were raised only by certain types of districts (different size,
location). Section 1 also contains a brief history of education cost adjustments in Texas
and a short discussion of adjustments to school district funding in other states.

SECTION 2: The CEI is the mechanism that Texas uses to adjust Foundation School
Program calculations to compensate for variations in resource costs and uncontrollable
costs of education. The CEl affected the distribution of approximately $1.23 billion in
state aid to school districts during each year of the 1999-2000 biennium. The CEI adjusts
funding to school districts based on five uncontrollable factors that include average
competitive salary for beginning teachers, location in a county with a population of less
than 40,000, percentage of pupils that are low-income, district type, and district size.

Every Texas school district is assigned a CEIl value between 1.00 and 1.20, which is used
to adjust foundation program calculations for both Tier 1 and Tier 2 of the Foundation
School Program. The existing CEI, however, has not been updated since its adoption in
December 1990, which means that roughly thirteen percent of all state aid to school
districtsis currently distributed on the basis of a ten year-old analysis of school district
expenditures.

Two points illustrate the limitations of the existing Cost-of-Education Index. First, the
existing CEIl only includes the uncontrollable factors that were found to have an impact
on teacher salaries in 1990. Second, the existing CEl leaves out several factors that affect
the cost of hiring teachers. In addition, significantly more data is available now than was
available when the existing CEl was constructed in 1990. An updated CEI would have a
range of index values from 1.03 to 1.23 and would require a total annual increase in state
ad to school districts of between $296 million and $368 million. On the average, major
urban districts and major suburban districts would be the primary beneficiaries of
updating the existing CEI. A few regions would receive somewhat less state aid than they
would under current law. It isimportant to note, however, that this analysis is based on
the assumption that the updated CEIl would be applied to the Foundation School Program
in the same way that the existing CEl is applied. The updated CEIl caneasily be made
revenue-neutral by adjusting the percentages in the current finance formulas to which the
CEl is applied.
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SECTION 3: Three alternative approaches to creating a new Texas adjustment.

Texas Wage Indices: A series of wage indices designed to capture variations in the
general cost of doing business in Texas, including a Professional Industries Index, a
Professional Occupations Index, a Financial and Service Industries Index, and an All
Industries Index. The analysis reveaed that a Financial and Service Industries Index does
adlightly better job than the other indices of predicting the salaries of teachers,
administrators, and support staff and seems to be the most credible choice for awage
index that would reflect market wages for education.

The principal advartage of awage index as an adjustment strategy is that it avoids the
difficult problems associated with distinguishing controllable variations in school district
expenditures from those that are uncontrollable. A potential disadvantage of the wage
index is that it draws on wage and salary information for nonteachers and may not fully
reflect the actual market for teachers faced by Texas school districts.

The wage index would be the most expensive alternative to implement, requiring a total
annual increase in state aid to school districts of about $4.7 billion. The largest projected
increases would be for districts in metropolitan areas. Ultimately, the wage index
represents a good measure of what it would cost public schools to be competitive other
groups competing for highly qualified college graduates.

Texas Teacher Salary Indices: Because teacher salaries are the largest component of
school district expenditures, this section presents salary indices designed to reflect the
uncontrollable factors that influence the salaries teachers are willing to accept from
school districts. Unlike the existing CEl, the teacher salary indices approach the question
of teacher compensation from the perspective of salaries teachers are willing to accept.
Two different salary index models exist. The baseline model incorporates all of the
measurable factors that we have identified as important determinants of salaries teachers
are willing to accept. The essentials model incorporates only a subset of the student,
district, and community characteristics from the baseline model. There are separate
essentials models for urban and rural school districts. The essentials salary index would
adjust funding to school districts based on eleven uncontrollable factors that were found
to have a significant impact on the costs of education. Every Texas school district is
assigned an index value between 1.000 and 1.281 for the essentials salary index and
between 1.00 and 1.34 for the essentials salary and benefits index.

The principal advartage of these salary indices is that they offer the greatest potential for
anew adjustment that is both fair and easy to implement in the context of current school
finance formulas. There are three principal disadvantages to these salary indices. First,
there is arisk that important factors have been omitted from the salary indices analysis. A
second disadvantage is the difficulty in distinguishing between controllable and
uncontrollable costs. A third disadvantage is that al these indices are designed to capture
local variations in the price of labor, which is only one part of uncontrollable cost
variations.
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The essentials teacher salary index would result in atotal annual decrease in state aid to
school districts of approximately $88 million. Major urban districts and major suburban
districts would receive a moderate annual increase in total state aid and on the average,
total state aid to other types of districts would be reduced. The essentials salary and
benefits index would require a total annual increase in state aid to school districts of
approximately $510 million. AlImost every school district would receive an increase in
state aid, although small rural districts would experience a moderate decrease in annual
state aid.

Cost-Function Index: The cost-function index is designed to capture variations in the
costs to districts of producing a given level of educational outcomes, given the costs
districts must pay and the environmental factors that districts face. Because of significant
overlap with the purpose of other adjustments, such as the Small District and Mid-Sized
District Adjustments, it would not be advisable ssmply to replace the existing CEl with
cost-function index values in the current school finance formulas. A more appropriate
approachwould be either (1) to estimate cost- function index values which could be used
in combination with some or al of the current school finance formulas; or (2) to use the
cost-function index values as the sole adjustment to the Basic Allotment in Tier 1 of the
Foundation School Program and to much of the Tier 2 Guaranteed Yield Program. If the
cost-function index were applied to the Foundation School Program in a manner that
would provide al districts with at least their current levels of Tier 1 and Tier 2 funding,
the projected annual cost to the state would be approximately $493 million.

The cost-function index is a more comprehensive index than the existing CEl, the wage
index, or the salary indices. Constructing a cost-function index that reasonably describes
educational practices in Texas involves identifying the relevant prices of inputs,
environmental factors, and measures of educational outcomes. A disadvantage of the
cost-function index discussed in this report is that the analysis has been limited by alack
of data on nonlabor inputs and on educational outcomes.

Other Issuesto Consider in Adopting a New Texas Cost Adjustment

Application to the Foundation School Program. The existing CEI is applied to
seventy-one percent of the Basic Allotment, and the impact of fifty percent of the effects
of the CEl is applied in determining a district’s count of students in Weighted Average
Daily Attendance. The Legislature may wish to explore the modification of these
percentages in adopting a new CEl.

Transition M echanisms. An important issue to consider pertains to mechanisms to ease
the transition from one adjustment to another. Under each of the education cost indexing
strategies, some school districts would experience reductionsin state aid.

Periodic Updating. Districts index values have not been updated since the existing CEl
was adopted in 1990. In our research, we found that many districts have changed
significantly since then. Furthermore, it was determined that the existing index |leaves out
several factors that have an impact on the cost of hiring teachers. To avoid these issuesin
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the future, the state should consider periodic updating of any new adjustment with current
data, and the state should periodically reexamine the index methodology to ensure that
the index continues both to capture appropriate cost factors and to reflect district
conditions appropriately.

Texas School Finance and Real Estate Values
Reliance on Property Tax May Damage Real Property Owners

Malcolm Richards from the Real Estate Center at Texas A&M University was invited to
testify before the Joint Select Committee on Public School Finance on January 25, 2002.
Dr. Richards testified on real estate values and how they affect the Texas school finance
system Below is abrief summary of his testimony.

The Texas school finance system imposes a heavy burden on Texas homeowners. Texas
school property taxes have expanded from $2.8 billion in 1980 to $13.6 hillion in 2000, a
367.1 percent total increase, equal to an 8.5 percent compounded annual increase.
Property taxes act as a drag on the value of real estate and increasing tax burdens ensure a
negative influence on real estate values. These burdens can influence land use decisions
as owners seek to avoid or reduce tax liabilities. A cost effective public school finance
system should enhance property values. Location in a preferred school district isan
important determinant of home value.

Demographic experts predict an expanding student population base. The composition of
that population will include an ethnic shift, increasing the percentage of studentsfrom
Hispanic households. Many of those Hispanic students will come into the public school
system speaking English as a second language. Texas faces a growing challenge to
provide resources to meet the educational needs of this expanding segment of its student
population. These factors may require an increase in spending to properly educate every
public school student.

With an escalating need for more funding and an increasing reliance on local property
taxes to fund public education, the already high property tax burden on Texas rea estate
will increase. During a sluggish economy, residential property appreciates more rapidly
than business property, shifting the tax burden from business to homeowners. Increased
tax burdens could influence property owners to seek more exemptions and abatements,
challenge real estate values, and look for methods to avoid the tax.

Demographic Trendsin Texas:
I mplicationsfor Public School Financing

Dr. Bernard Weinstein from the Center for Economic Development and Research at the
University of North Texas was invited to testify before the Joint Select Committee on
Public School Finance on January 25, 2002. Dr. Weinstein provided data on the
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implications of demographic trends for public school financing in Texas. Below isa
brief summary of his research

Texas population changes

1990 2000 % change
Total 16,986,335 20,851,830 22.8%
Hispanic 4,339,877 6,669,666 53.7%

Dallas-Fort Worth and Houston Galveston Brazoria were the fastest growing
metro areas in the country from 1990 to 1999. The population increased in the
Dallas metro area 21.6% and in the Houston metro area 20.4%. Employment
growth in these two areas also led the nation. The average annual growth rate
increased in the Dallas metro area 3.83% and in the Houston metro area 3.06%.

Coallin and Denton counties saw the largest population growth

1990 1998 Total Change Hispanic Change
Collin 264,036 428,803 62.4% 108.9%
Denton 273,525 384,020 40.4% 83.5%

The percentage of the Foundation School Program paid by the state has decreased
6% from 2000-2003. This has caused a dramatic increase in local tax rates and
collections.

The national average state tax increase was 66% and local tax increase was 56%
from 1990 to 1999. In Texas, state and local taxes both grew 74% from 1990 to
1999.

From 1990 to 2000 the U.S. saw SAT scores rise an average of 14 pointsin math
and 7 points verbal. In Texas, scores rose an average of 8 pointsin math and 7
points in verbal.

Financing the Public Schools of Texas:
Some | ssues of Growth, Equity, and Efficiency

Dr. Ray Perryman, of The Perryman Group, was invited to testify before the Joint Select
Committee on Public School Finance on February 7, 2002. Dr. Perryman testified on
possible tax revenue for financing Texas public schools. Below isabrief summary of his
testimony.

School districts, both wealthy and poor, are facing resource constraints and difficultiesin

maintaining programs in our public schools. Educators and tax payers have caled for the
following:
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Recapture be reduced or eliminated
Overal property tax relief be granted
More state funds be made available to pay for public education

The quest for a more suitable approach to school finance affords an opportunity to
thoughtfully examine the overall framework of our tax system and make a significant
step toward a more balanced fiscal system. The purpose of Dr. Perryman’s study isto
analyze key characteristics of several potential sources of revenue for school finance.
Possible revenue sources include:

Property tax (as a base)

Property tax ranks last in growth potential and equity compared to other fiscal
SOurces.

Property values will continue to expand, but at a pace well below that of overall
business activity.

Property values are subject to less predictability and more prolonged cycles than
the economy as awhole.

Therate of property valuation appreciation varies across the state, adding
uncertainty and complexity to the funding process

Increased property values typically bear little relation to financia liquidity (ability

to pay)

Salestax

The State's sales tax is currently 6.25%, with most local governments raising the
levy to 8.25%, one of the highest rates in the country.

The sales tax has many exemptions that if eliminated would generate sufficient
revenue to replace the property tax entirely.

The sales tax base is projected to grow well in excess of property values and
generally in line with other economic aggregates.

The sales tax claims more resources and is more equitable than the property tax.

Business activity (value added) tax

It taxes the difference between revenue and the cost of purchased items.

It is smilar in principle to the current business tax in Michigan which is highly
regarded for its fairness.

It is very straightforward to administer compared to the franchise tax

The base is expected to grow in line with the general economy and dightly faster
than many other non-property tax sources.

The tax does not substantially alter economic decisiorn making because companies
will generally maximize the value-added aspect to boost profits to make up for the
added tax.
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Franchise tax

It can be avoided by changing organizational structure.

The base of the tax is projected to exceed overall economic growth and to expand
in line with future revenue needs.

The levy on capita is not specifically related to ability to pay in a given period.
Its provisions related to capital cause the tax to be less equitable than some other
sources, but much more balanced than the property tax.

Grossreceipts (transactions) tax

This tax is levied on the tota revenue of afirm.
It isrelatively easy to administer.

If implemented, it would create intense political pressure to exempt certain
categories of goods and services.

The tax has previously been examined in Texas (TIF essentialy tax on single
industry).
The gowth in its base generally tracks the overall economy.

| ncome tax

This analysis provides arationale to avoid a state income tax.

The base of the tax grows generally in line with overall business expansion

The administration is relatively ssimple; particularly if tied to the federa levy.

The lack of a personal income tax in Texas is often cited as an advantage in
economic development.

Levying an income tax removes more private resources from productive use than
any other major potential source.

It is reasonable to assume that workers will seek additional compensation to offset
the tax, a pattern observed in other states.

Funding Public Education
Alter native Revenue Sour ces

Mr. Dick Lavine, from the Center for Public Policy Priorities was invited to testify
before the Joint Select Committee on Public School Finance on February 7, 2002. Mr.
Lavine testified on alternative revenue sources to fund public education. Below isabrief
summary of histestimony.

Salestax

18

Taxable sales are dropping as a percentage of total sales. Salestax capturesless
of servicesthan of retail trade. Services have grown 60 percent faster than retall
trade over the last ten years.

The state does not generate revenue from exclusions from the sales tax such as
construction labor, persona services, business and professional services.
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Property tax

The taxable value of property is stable as a percent of total value.

Most of the cost of exemptions to the school property tax cannot be estimated
because of insufficient appraisal data.

To improve the accuracy of property tax valuations, the state should implement:
1. Sales price disclosure

2. Mandatory rendition of property

3. Homestead, over-65 application supplied at closing

| ncome tax

A state income tax would slash school property taxes by 85 percent.

The federal deductibility of a state income tax would ease the burden on Texas
taxpayers.

A state income tax with property tax reductions would benefit most Texans.

Texas Taxes

Mr. James LeBas from the Office of the State Comptroller, was invited to testify before
the Joint Select Committee on Public School Finance on April 3, 2002. Mr. LeBas
presented the Committee an overview of Texas state and local tax system Below isa
brief summary of his testimony.

Breakdown of State and Local Taxesin Billions:
$22.5 Local property tax

$14.7 State sales tax

$12.6 Other state tax

$4.0 Local sales tax

In 1990 and 1999, Texas ranking with other states for collection of state taxes:

1990 1999

Per capita 438 48

Percent of persona income 47 47

Percent of GSP 49 48

In 1990 and 1999, Texas ranking with other states for collection of state and local taxes:
1990 1999

Per capita 35 39

Percent of personal income 38 46

Percent of GSP 47 46

From 1990 to 1999, state and local taxes have grown 74% compared to the 66% state and
56% local 50 state average.
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Breakdown of Texas Property Taxes:
59% School levy ($13.4 B)

16% City levy ($3.5 B)

14% County levy ($3.2 B)

11% Specia didtrict levy ($2.4 B)

FY 2001 Major School District Property Values (in billions):
Single-family residential $443.4

Commercial Real $152.0

Acreage (Land only) $96.7

Commercia Personal $79.4

FY 2001 Three Main Texas State Taxes (in millions):

Tax Revenue % of total
Sales Tax $14,633 54%
Motor vehicle sales & rental $2,906 11%
Motor fuels $2,766 10%

FY 2001 Three Principal Exemptions, Exclusions, and Deductions (in billions):
Sales Tax Exemptions 67% ($18.2)

Sales Tax Exclusions 15% ($4.1)

School Property Tax Exemptions ~ 12% ($3.3)

FY 2001 Value of the Five Largest Sales Tax Exemptions (in millions):
Materials used in Manufacturing $7535.7

I nsurance Premiums $2589.8

Motor Vehicles $2417.1

Food for Home Consumption $1142.0

Motor Fuels $1125.1

FY 2001 Value of the Five Largest Sales Tax Exclusions (in millions):
Physicians Services $547.9

Lega Services $346.1

Other Health Care $293.6

New Residential Construction Labor $252.5

Architectural and Engineering Services $245.5

FY 2001 Value™ of the Five Largest Property Tax Exemptions (in millions):

Productivity Vaue Loss $1161.7
Homestead- State M andated $15,000 $944.2
Homestead- Optional Percentage $306.2
Homestead-65 and Over Freeze $288.9
Homestead- State Mardated 65 and Over or Disabled $159.3

" The LBB has used the term “value” to define the potential cost to the state of these exemptions.
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FY 2001 Value of the Three Largest Franchise Tax Exemptions (in millions):
IRS Sec. 501 (c) (3) $243.2
Mutual Funds $204.6
Insurance Companies $139.0

One loophole in state law allows companies that are limited partnerships to avoid paying
franchise taxes. In the past two years, more corporations are becoming limited
partnerships to avoid paying the tax. Using the "Delaware sub" strategy, a Texas
company becomes a subsidiary of an out-of-state company based in alow-tax state, such
as Delaware, to avoid the franchise tax.

Keeping Up With School Costs
Islt a Tax Base Question?

Mr. John Kennedy, from the Texas Taxpayers and Research Association was invited to
testify before the Joint Select Committee on Public School Finance on May 9, 2002. Mr.
Kennedy testified on the use of tax revenue to fund Texas public schools. Below isa
brief summary of his testimony.

Thereis no tax base that will automatically produce sufficient revenue to keep up
with the combined effects of enrollment growth and inflation. All the major tax
bases work reasonably well during times of sustained economic growth, but all
struggle to keep up with spending demands during economic downturns. Growth
in revenues from the current state tax system more than keeps up with the
underlying growth in school spending caused by enrollment growth and inflation.

The mismatch between revenue sources and school spending results largely from
conscious policy decisions by the Legislature to make program expansions (salary
increases heath insurance). Policy choices (increase of homestead exemption,
10% cap on annual increases in homestead taxable value) have been made that
reduce the ability of the local property tax base to carry the local load.

Income Tax

Two thirds of the revenue from an income tax must be used for property tax rate
reduction. The remaining revenue must be used for education.

The School district property tax cap would be reduced to reflect income tax
revenue. Districts at the cap would stay at the cap, unless local voters approved
raising the cap.

The State's share of school funding would go up, the individual share of school
cost would go up, and the business share of costs would go down (business
property makes up the mgjority of property tax base).

" The LBB has used the term “value” to define the potential cost to the state of these exemptions.
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Chapter Five

Proposalsfor Substantial System Changes

This chapter contains five proposals that call for substantial change to the school finance
system. These proposals were submitted by Lieutenant Governor Bill Ratliff, Senator
Florence Shapiro, David Thompson, Craig Foster and Lynn Moak and Dan Casey.

Each proposal represents the opinions of the committee member or individual offering

the plan, and not necessarily the views of the committee as awhole. Cost estimates were
prepared by the Legidative Budget Board unless otherwise noted.
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Lt. Governor Ratliff’s School Finance Proposal

Lt. Governor Ratliff's plan would replace the current method of state funding that
requires school districts to share local property tax revenue to meet a constitutionally
mandated standard of equity that has been upheld by Texas courts. The plan callsfor a
voter-approved constitutional amendment to abolish local school property taxes for
maintenance and operations, establish a statewide property tax to pay for Texas public
schools, and allow for alocal enrichment property tax. Revenue raised by the new
system would be combined with the state's existing school funding resources to form a
new foundation for public school finance.

Voter-approved constitutional amendment to:

Abolish the current local school district authority to levy a property tax for the
maintenance and operation of public schools leaving the current authority for debt
servicein place.

Authorize the Legidature to levy a statewide property tax for the sole purpose of
funding public schools in Texas.

Grant the Legidature the statutory authority to allow school districts to levy a
local property tax for educational enrichment, not to exceed $0.10 per $100
valuation.

Enact new school funding methodology by statute with the following features:
Statewide Property Tax: Levy a statewide property tax of $1.40 per $100 valuation to
combine with the general revenue appropriation to form the foundation school program
funding.

Tier One--Basic Allotment: Distribute the equivalent of $30 per penny of the
$1.40 levied per weighted student to school districts to cover their base
maintenance and operations budgets. When transportation and other adjustments
are made, this would allow the distribution of about $4,275 per weighted ADA
($6,085 per student) which is, on average, about $115 more per weighted ADA
for maintenance and operations than is currently available to poorer school
districts.

Tier Two--Loca Enrichment: Allow school districts through aloca option
election to levy alocal enrichment property tax up to $0.10 per $100 valuation.
Schooal districts with tax bases less than $300,000 per weighted ADA would
receive a state guaranteed yield of $30 per weighted ADA per penny of tax effort.

Tier Three--Debt Service Allotment: The state will guarantee ayield of $35 per
penny of tax effort per ADA for al debt service on educational facilities, up to 30
cents.

Teacher Health Plan: The Legidature should consider levying an additional
statewide property tax on top of the $1.40 in Tier One to fully fund a state paid
teachers health insurance plan equivalent to the plan available to state employees.

The LBB has determined this plan is revenue neutral.
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Senator Shapiro’s Proposal

Texas school finance reforms have been driven by Edgewood and a number of lawsuits
that focused on equity within the public school system. The level of funding provided by
the Legislature must have some relationship to the costs associated with achieving certain
levels of student performance. Texas should conduct a comprehensive study using
national experts and the four currently existing nodels to help “cost out” the price of a
basic education. This proposal asks the Joint Select Committee to recommend a
commissioned study by anoutside party to define a basic education.

The Successful Schools M odel

Created by John Augenblick, this strategy identifies the cost structures of school
districts that are successful in terms of student performance and looks to see how
much was spent per pupil. The basic ideaisthat if a group of districts with a
variety of pupil characteristics can succeed with $X per pupil, then the other
districts should also be able to do so.

The Professional Judgment M odel

Created by James Guthrie and Richard Rothstein, this approach gathers school
professionals together to discuss and reach consensus on what inputs are needed
for an adequate education and cost out those inputs.

The Econometric Model

Created by William Duncombe and John Yinger, (smilar in theory to the Dana
Center’s CEl Study) this approach uses regression analysis of data gathered from
all schoolsin a state to identify a per-pupil spending level based on student
performance taking into account the socioeconomic factors associated with
schools. The findings indicate what an adequate expenditure level would be for a
district with the average sociodemographic and student characteristics of the state
with the spending level varied by the level of student performance desired. This
method would include calculations for special needs of students, economies of
scale, input prices, and even efficiencies.

The New American Schools M odel

Created by Allan Odden, this model advocates school costs being based on
popular, off-the-shelf school improvement models. Odden has “costed out” the
expenses involved in al seven of the designs supported by New American
Schools, a private group based in Arlington, Virginia that promotes innovation in
public schools, and calculated the investment needed to bring every school district
in the country up to the same spending levels. The seven models start out with a
basic staffing level of one principal and 20 teachers for a school of 500 students.
The model then comes up with a price tag, not only for a single state, but to bring
all schools across the country to thislevel. The plan aso calls for more federal
dollars in education.

No cost could be determined by the LBB for this plan.
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Mr. David Thompson's Proposal

Mr. David Thompsonaddressed the concern that many districts are now taxing at or near
the $1.50 cap by calling for seven strategic adjustments that would allow our system to
grow over time, limit further shifts in support of public education from the state to the
local property tax, and meet current and future legal requirements. He emphasized the
lack of capacity as the principle current problem.

General Observations/ Assumptions:

We should reduce the complexity in our system only in areas that no longer serve
auseful purpose, while maintaining the complexity that legitimately recognizes
the variations between districts and students.

In addition to making adjustments immediately in the system, it may be useful to
conduct a periodic study of the cost of meeting the state's
accreditation/accountability requirements, to ensure a “ general diffusion of
knowledge” is provided in a system that also retains some meaningful local
discretion.

This might be the opportunity to comprehensively revise the system to reflect the
legal issues discussed by the Supreme Court in Edgewood 1V such as the level of
funding that is necessary, the role of unequalized enrichment and the recapture of
local property tax revenues.

Seven Strategic Adjustments:

Move to a one tier system--Because there is no longer arationa distinction
between the two tiers, reduce complexity by moving to aone tier system. Thus,
for all pennies of tax effort, the same definition of WADA would be used, the CEI
would be applied similarly, and transportation would be included.

Revise the recapture mechanism-Equate the equalized wealth level (EWL) and
the guaranteed yield level (GYL) up to an effective tax rate of $1.40 so that there
is no difference between Chapter 42 and 41 districts up to that level of effort and
there are no “gap” didtricts. At effective tax rates above $1.40, raise the EWL as
the Chapter 41 district approaches $1.50, allowing it to retain more of its property
tax revenues as it gets closer to $1.50. Thisincrease in the EWL could be applied
only to the incrementa effort over $1.40 or to the district’ stotal effective tax
effort.
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Statutorily increase the quaranteed yield level--Increase the GYL over afive-year
period for Chapter 42 districts in order to give districts stability over time so that
they are able to plan effectively and to keep capacity in the system by pushing
districts away from their legal tax cap. If the Legidature does not appropriate
fundsfor the statutory increase in any given school year, the maximum EWL for
that school year, regardless of a Chapter 41 district’s effective tax effort, would
drop to the wealth level per WADA that corresponds to whatever funding level
for the GYL that has been appropriated.

Make Existing Debt Allotment (EDA) roll-forward automatic--Create a true debt
tier and cover al debt by making the roll-forward automatic.

Revise the Cost of Education Index (CEI)--Adopt the salary and benefits model,
recommended by the Dana Center; base the CEl on arolling average of three to
five years data; identify regional indices, in addition to or instead of indices for
each individual district.

Create a new hold harmless--Guarantee the prior year's state and local revenue
per WADA, plus 3 to 5 percent to cover growth and education inflation if the
district istaxing at $1.50. This would include, and not be on top of, any increase
inthe GWL. If adistrict received an adjustment in any year because of any local
option exemption, the amount of any such adjustment would not be guaranteed
under this hold-harmless.

Please refer to Appendix A-5 for Mr. Thompson’'s complete proposal, including changes
to the existing tax system.

The LBB has determined this proposal would have an annual cost of $1.1 billion
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Mr. Craig Foster’s Proposal

Mr. Craig Foster’ s proposal is based on the belief that in between the school finance
system Texas has today and the system Texas will eventually adopt, significant interim
reforms are possible and can produce meaningful results for Texas children.

Provide special state assistance (SSA) to adistrict that has reached its maximum
M& O tax capacity. A district has reached that capacity when it is taxing at its
maximum M& O rate and does not have alocal option homestead exemption. The
amount of SSA should take into consideration the number of years the district has
been at maximum capacity, the relative amount of the district's funding disparities
(see below), and concurrent increases in other funding elements.

Make detachment and annexation (D& A) of nontresidential property the only
option, other than consolidation of districts or tax bases, for meeting the wealth
limitations under Chapter 41, with one exception: For the few districts that are
Chapter 41 by virtue of residential value alone, maintain current option 3 for
that portion of their excess wealth that cannot be achieved by D&A.

Make D& A reversible and fractional so that a Chapter 41 district's retained wealth
can be adjusted annually to the exact amount of the district's limit. Prioritize
properties for D&A so that the smallest locally owned properties would be
D&A'd lag, if at all.

Give County Appraisal Districts (CADs) and the Comptroller's Property Tax
Division the legal and financial resources they need to fulfill their obligations to
the children of Texas. All taxpayers must contribute their fair share to the state's
public school system, allowing only for differencesin local tax rates. School
districts must be protected from losses of state aid or excess recapture due to
problems which are largely beyond the control of the school districts.

Formally adopt the Edgewood equity standards as minimum standards, calcul ate
the standards in accordance with Edgewood 1V, and adjust funding during the
settle-up process to ensure the standards are met.

Adopt a strategy to exceed the current minimum standards of adequacy and equity
in response to the Supreme Court's conclusion in Edgewood 1V that ". . . Texas
can and must do better." Use the model proposed by the Equity Center in its
policy statement entitled, “ Offering a Fair and Rational Strategy for Achieving
Real Equity and Adequacy” (see Appendix A-1).

Commission unbiased studies to determine weights and indexes that accurately

reflect cost differences among students and school districts for programs,
facilities, and transportation.
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Investigate the distribution of funds under recapture options "3+", "3&4", and 4,
to ensure that current practices are both legal and ethical, and that they conform to
legidative intent.

Extend the Existing Debt Allotment indefinitely and base state assistance on
actual current debt service, not prior 1& S tax history.

Reject proposals to define "adequate” funding as any amount less than the amount
at avery high percentile of students nationally, adjusted for generally recognized
cost differences.

Close the loopholes in the state's current tax system as a first step toward
providing increased state funds for public schools.

The LBB has determined this proposal would have an annual cost of $272 million.

Mr. Foster has determined that this proposal would be revenue neutral.
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TheM oak/Casey Proposal

Mr. Lynn Moak and Mr. Dan Casey analyzed the entire school finance system and
suggested various alterations to the system to be implemented over asix to eight year
period.

Recommendations:

Restructure the Foundation School Program
Establish asingle tier guaranteed yield program with recapture.

Guarantee all districts arevenue yield equal to the 95th percentile of wealth per
WADA.

Provide annual cost of living adjustment plus 1% for all districts, regardless of
wealth

Equalized wealth level would be statutorily established at the 95th percentile.

Tax Rate and Property Value Adjustments
Use local, current year values.
Use actual tax rates.

Fund a strong state monitoring/compliance effort for appraisal district
administration

Significantly adjust funding for fast-growing districts if current-year values are
used.

Modify calculation of per pupil entitlements, creating a“Programs Factors’ adjustment
Create entitlement for full-day Pre-K programs for al four-year-olds.

Create high school weight (1.05) and eliminate career and technology and gifted
and talented weights.

Create first-year student weight for fast-growth districts.

Replace compensatory education weight with an “at-risk” weight.

Replace bilingual education weight with “limited-English proficient” weight.
Simplify special education weights

State should assume costs for very high-cost students.

Add an indirect cost factor based on a federa indirect cost-type calculation
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Create a“ Community Factors’ adjustment
Convert transportation allocation to weighted adjustment.
Create a single small/mid-size adjustment formula based on student density.

Amend the CEI using a modified Essentials Index (Dana Center) and multiply the
value by 0.6 rather than 0.71.

Modify certain current categorical programs

Eliminate compensatory education set-asides and replace with state funding for
assessment costs.

Eliminate 9th grade, early-elementary education and technology adjustments

Eliminate current hold-harmless provisions for the homestead exemption, teacher
salaries, and health insurance

Expand the textbook program to incorporate high-cost instructional technology
systems.

Teacher Health Insurance
Separate funding of health insurance.
Retain the current $1000 health insurance/compensation allotment.

Increase date funding for basic insurance plan in excess of required local
contribution

Provide specific insurance allotment to replace the current formula funding of the
insurance contribution

Facilities
Create funding assumptions for facilities based on the expected funding needs of
$3 hillion in capital funds per year.
Support a Constitutional amendment to validate a modified funding system
Increase TEA review.
Provide automatic EDA-type funding.
Expand IFA program to include equipment and approved administrative facilities.

The LBB has determined this proposal would have an annua cost of $6.4 billion.
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Chapter Six

L BB Analysisof Proposed Plans

The following is an analysis of plans and proposals submitted to the Committee. The
following has been prepared by the Legislative Budget Board. All state cost implications
are single-year estimates and are subject to change based on updates in the school finance

system.

MULTI-COMPONENT PLANS

Plan #1 Ratliff Statewide Property Tax
Outcomes = Simplify the school finance system
=  Eliminate recapture
Components State Cost Effect on Districts Effect on Taxes Implementation
(Savings) per Year
(a) | Constitutionally abolish Revenue-neutral Relieves districts of Tax rates shift for Requires a

local property taxes for
maintenance and
operations

(b)

Authorize a statewide $1.40
property tax for the purpose
of funding public education

(©

Allow local school districts
to levy an enrichment tax of
up to $0.10

the responsibility of
setting local M&O tax
rates; certain districts
would not maintain
current revenue
levels unless a hold
harmless provision
were enacted

most districts;
some experience a
tax rate reduction
and others an
increase
depending on their
current law
relationship to the
proposed $1.40 tax
rate

constitutional
amendment and
statutory revision

Plan #2 Thompson Single-Tier System
Outcomes = Simplify the school finance system
= Reduce recapture
= Increase local revenue capacity
Components State Cost Effect on Districts Effect on Taxes Implementation

(Savings) per Year

G

Establish a guaranteed
yield of $30, using the
“salary and benefits,” rolling
average CEl model

$800 million cost

All types of districts
experience increased
total revenue, with a
statewide average of
$251 per ADA

Provides flexibility
in the out years for
districts to increase
or maintain tax
rates

Requires statutory
revision: requires a
complete revision of the
calculation of district
entitlements, since the
current law delineation
of weights in Tier 1 and
the impact on WADA is
moot under a single tier
system

(b)

Increase the recapture
threshold concurrent with
each penny of tax effort
over $1.40

$300 million cost

Requires statutory
revision

(©

Allow districts at the $1.50
tax rate cap to generate
additional revenue

Requires statutory
revision
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Plan #3

Foster Plan

Outcomes =

Simplify recapture system by eliminating disparities based on commercial property
Increase state funding for districts at the tax rate cap

Components State Cost Effect on Districts Effect on Taxes Implementation
(Savings) per Year
(a) | Detach non-residential Revenue-neutral Shifts revenue Impact would vary Requires statutory

property from Chapter 41

districts and annex it to
Chapter 42 districts

generating ability
among districts,
allowing current law
property poor districts
additional access to
local revenue and
limiting the ability of
current law property-
wealthy districts from
earning local revenue
above the recapture
limit. Adoption of a
different methodology

considerably
among districts.
May increase rates
in property-wealthy
districts with
concentrations of
commercial
property, may
lower taxes in
property-poor
districts. Adoption
of a different
methodology would

revision

would yield different yield different
results on a district- results on a district-
by-district basis by-district basis

(b) | Provide supplemental $272 million cost All types of districts Requires statutory
assistance to districts at the would experience an revision
$1.50 tax rate cap increase in revenue

and a significant
number of students
reside in districts
experiencing the
larger revenue
increases. Increase
revenue primarily for
small rural districts
and certain low and
mid wealth districts;
large suburban and
high wealth districts
benefit the least.

(c) | Adjustthe annual settle-up | Depends on the Could provide No impact Would increase
process to ensure funding annual differential additional state aid to uncertainty in funding
levels at the 85th percentile districts formulas and in state
of students. appropriations

Requires statutory
revision

Plan #4 Moak Plan

Outcomes = Increase state funding for all districts

= Reduce recapture
Components State Cost Effect on Districts Effect on Taxes Implementation
(Savings) per
Year

(a) | Increase guaranteed yield to $6.4 billion cost for | Increased total Due to the Requires significant
$35.10 all elements revenue for all types significant increase statutory revision

(b) | Increase equalized wealth of districts in state aid, districts
level to $351,000 may opt to reduce

(c) | Include pre-Kindergarten ADA tax effort
in calculation of state aid

(d) | Modify population funding
weights, create a new
"community factors" weight,
and modify the CEI
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POLICY-SPECIFIC PROPOSALS

Proposal #1 Tax Rate Compression
Outcomes = Increase state funding
= Provide local property tax relief
= Increase local tax effort/revenue capacity
Strategy State Cost (Savings) | Effect on Districts Effect on Taxes | Implementation

per Year

Compress tax rates by $0.05 on

average statewide while

maintaining total revenue levels

$500 million cost

School districts maintain
current law levels of
revenue, but have
reduced tax rates

Tax rate
reduction

Could be implemented
in 2004, but is a one-
time mechanism

Proposal #2

Update/Modify the Cost of Education Index (CEI)

Outcomes .

Increase state funding

System improvement based on updated data

Possible Strategies

State Cost (Savings)

Effect on Districts

Effect on Taxes

Implementation

per Year
Update the data used but $445 million cost Use of updated input No impact
maintain the current index (based on application | factors changes the
methodology of 71% in Tier | and calculation of district
50% in Tier I1) entitlements; a hold
harmless provision
would ensure no
districts lose state aid
Adjust the index to reflect $520 million cost Changing the basic No impact
variables on the salary and (based on application | methodology used for
benefits teachers are willing to of 71% in Tier | and the CEIl impacts district
accept 50% in Tier I1) entitlements; a hold
harmless provision
would ensure no
districts lose state aid
Adjust index to use a three-year | $625 million cost Of the three options No impact

average on the salary and

benefits model

of 71% in Tier | and
50% in Tier II)

(based on application

presented here, this
index provides the
greatest increase in
entittements. Since the
methodology change is
significant, a hold
harmless provision may
be necessary to ensure
no districts lose state
aid

Anew CEI could be
implemented in 2004

Texas is one of few
states with a factor in
their school finance
formulae to address
uncontrollable costs;
some states
automatically update
the cost factors
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Proposal #3 Eliminate Recapture or Revise Recapture Provisions

Outcomes =  System simplification

= Increase state funding

=  Provide relief to Chapter 41 districts
= Close gap in access to debt funding

Possible Strategies State Cost (Savings) | Effect on Districts Effect on Taxes | Implementation
per Year

Eliminate recapture $850 million cost Increases revenue to Chapter 41 Implementation could

the 126 property- districts could be phased-in over time

State cost of wealthy districts use retained
eliminating recapture revenue to States have taken a
while maintaining the | A negative impact on improve variety of approaches to
equity of the Chapter 41-partner programs and/or | wealth equalization and
Foundation School districts and other reduce taxes equity
Program would be Chapter 41-related
significantly higher programs (e.g.,

education service
centers, technology
consortia, JJAEPS)

Reduces overall equity
of school finance

system
Increase the equalized wealth $60 million cost Chapter 41 districts Chapter 41 This has a negative
level from $305,000 to $315,000 retain revenue ranging districts could impact on equity unless
from $100 to $150 per use retained Tier 2 guaranteed yield
WADA, which could be | revenue to is increased accordingly
used to improve reduce taxes and
programs resulting
taxpayer burden
Apply recapture to 1&S debt ($80 million) savings | Anincrease in Increase in Reverses a change in
service from increased recapture for 67 recapture would law made in 1997
recapture Chapter 41 districts with | put upward
I1&S debt service pressure on
taxes and
taxpayers in
Chapter 41
districts
Proposal #4 Improve Facilities Funding
Outcomes =  Systemsimplification
= Increase state funding
Strategy State Cost (Savings) | Effect on Districts Effect on Taxes | Implementation
per Year
Phase-out IFA and recognize all | $84 million cost Results in a simpler Additional state A new combined
debtin EDA (based on $3 billion in | system with more assistance program could start in
new debt each predictability for districts | reduces local I1&S | 2004 with a phase-out
biennium) taxes and of existing IFA
resulting burden | guarantees
on taxpayers
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Proposal #5

Change/Expand the Compensatory Education Proxy

Outcomes =

Align funding stream with target student population

Possible Strategies

State Cost (Savings)
per Year

Effect on Districts

Effect on Taxes

Implementation

statutory eligibility definition

state

increase the number of
students identified for
the funding weight

Use "at-risk" student definition | Likely savings to the Loss of state aid No impact Requires statutory
Use Food Stamp Eligibility state revision

Use CHIP Eligibility

Use Medicaid Eligibility

Add all of the above to the Likely cost to the Would likely tend to No impact Requires statutory

revision

Proposal #6

Eliminate Hold Harmless Provisions

Outcomes .

System simplification
Decrease state funding

Possible Strategies

State Cost (Savings)
per Year

Effect on Districts

Effect on Taxes

Implementation

Eliminate 1997 hold harmless
associated with increased

homestead exemption

($46 million) savings

Reduces state aid to
272 districts

No impact

Requires s tatutory
change

Could be phased-in or
eliminates all at once

Eliminate 1999 hold harmless
associated with professional

salary increase

($20 million) savings

Reduces state aid to
264 districts

No impact

Could be eliminated in
2004, or phased-in in
2005

Eliminate 2001 hold harmless
associated with group insurance

($15 million) savings

Reduces state aid to 25
districts

No impact

Could be eliminated in
2004, or phased-in in
2005

provisions
Proposal #7 Eliminate Distribution of the Available School Fund to Chapter 41 Districts
Outcomes = Reduce unequalized revenue in the school finance system
= Decrease state funding
Strategy State Cost (Savings) | Effect on Districts Effect on Taxes | Implementation

per Year

Eliminate distribution of ASF to Savings to the state; Would decrease funding | Could increase Requires a
Chapter 41 districts would increase the to Chapter 41 districts tax effort by constitutional
amount available for Chapter 41 amendment

distribution to Chapter
42 districts thereby
reducing the draw on
other general revenue
sources

Would have no impact
on Chapter 42 districts

districts in order
to regain lost
revenue

Proposal #8 Reduce Reliance on “Rooftop” Taxes
Outcomes =  Shift the impact of local property taxes away from homeowners
Strategy State Cost (Savings) | Effect on Districts Effect on Taxes | Implementation

per Year

Homeowners

would experience

reduced taxes;
other payers
would have an

increased burden
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Chapter Seven

Breakdown of Proposed Changes and Expenditures

In an era when property values and enrollment growth are rising and state sales tax
revenues are falling, Texas finds itself in a unique position of attempting to increase the
state’ s share of the public education financial burden while also meeting expanding costs
in many other arenas, such as health care.

Since 1998 the state's projected increase in property values has constantly lagged behind
actual growth, even after revised estimates have been used in the final budget process.
The growth has been as phenomenal as it has been unprecedented, and while it has
economic advantages, it has also made the process of writing a budget, which accurately
reflects the state’ s fair share of financing public education nearly impossible. This
situation underscores the reasoning behind the creation of the Joint Select Committee.

The actual costs of education in Texas have been more predictable. Enrollment increases
of about 2% per year have remained constant since the early 1990’'s. The tax cuts and
school district employee health benefits have been a function of legidative actionrather
than the economy and the cost of teacher salaries were driven by both economic factors
and legidlative action

There are, of course, many uncontrolled costs which have been studied in great detail by
the Legidative Budget Board and the Dana Center. Those costs deserve consideration in
the context of this charge; they produce annual education cost increases, but are constant
components of increasing costs rather thandriving forces.

This chapter examines proposals to change the current system by changing one or more
of its component parts rather changing the entire system. Three of the proposalsin
chapter five, which reviewed plans for complete overhauls of the school finance
“chassis’, had a similar component - moving to a single tier funding system. The concept
underlying this change, is to smplify the current system by recognizing that using the
current tier two as enrichment is no longer meaningful in light of inflation and increasing
costs. The attempt to streamline the system would increase the state’' s share by
eliminating the difference between the state’ s match for each penny of tax effort between
tier one and tier two. Moving to this method of finance could accomplish the goa of a
greater state share, but would not necessarily increase the ability of local districts to
enrich their educational programs. To ensure an increase in the state share and even
greater equity, a move to a single tier would have to be structured in such away that no
districts would lose state aid.
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Another change to the current system would be to create an automatic cost of living
adjustment in the formulas. Numerous possibilities for achieving this goal could be
considered by the next Legidature, including those discussed by Mr. Moak, Mr.
Thompson and Mr. Foster in their plans.

Changing the percentage of students in the state’ s equalized system is also a possibility.
The 85" percentile was set in Edgewood 1V as the constitutionally acceptable number of
students within an equalized system, but as Committee members pointed out, raising the
number of students in the equalized system would flow state aid to more districts. At
what point the new percentage could be set and how much more state aid would be
delivered by changing this component of the system, is again, a funding question for the
next Legislature.

Using local, current year property values and actual tax rates to calculate state aid was
another suggested change to the system. Some positive aspects of this concept include
simplification of the system and an end to the current one year lag in state recognition of
rapid changes in either property values or student population. This could, if
implemented, increase or decrease state aid to districts in a manner that isin sync with
actual changes at the local level. Several Committee members noted the possible
drawbacks to this proposal aswell. A move to curent year values would create difficulty
for school districts in the budgeting process. Both the timing of budget adoption and the
uncertainty in funding formulas are mgjor obstacles to implementing the use of current
year vaues.

Program changes were also proposed, such as creating full day pre-kindergarten
programs for all four year olds, adding more rigorous courses to the required curriculum
and placing more emphasis on foreign languages and the arts. Such changes would, of
course, have costs, and whether to increase funding or cut other programs to fund these
would need to be addressed by the next Legidature.

Creating new weights and revising the current Cost of Education Index (CEIl) were also
considered. Committee members discussed updated, or more simplified weights, and
adding an indirect cost calculation to current funding formulas. Detailed studies of
changes in the CEI were done by both the Dana Center after the 1999 session and the
Legidative Budget Board prior to the 1997 session. Detailed overviews of their studies
are included in Chapter 4 and the appendix of this report.

Other suggested component changes to the current system involve the concept of more
flexibility at the local level. A more flexible school year was proposed, with the argument
that a cost savings could result if districts could tailor the length of their school year to
the needs and achievement of their students rather than following a state mandated 180
day school year.

Greater flexibility in budgeting at the local level was aso proposed, again with the

reasoning that if districts were not mandated by the state to spend certain amounts of
money on specific programs, then overall cost savings could be achieved. Savings could
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only be considered worthwhile in instances where student achievement was maintained.
More local budget flexibility, coupled with a strong and consistently more challenging
accountability system could be a key factor in letting the current system of local control
and accountability work to the state’ s economic advantage.

The charge required the Committee to consider transportation in its discussion of the cost
of education. The Legidative Budget Board confirmed that the current funding
mechanism had not been updated in over adecade. Committee members showed interest
in proposals made by Mr. Lynn Moak and the Dana Center to increase the transportation
funding formula. Those proposals are included in the appendix of this report.

Fully funding the current teacher health insurance program, including the $1,000
alotment, was also considered by Committee members as required by the charge. No
changes to the current system were proposed and the Committee supported maintaining
the state’'s commitment to funding for the full biennium, as required by statute. The
Legidative Budget Board has estimated the cost of continuing the current system with
full funding to have a cost to the state of over $1 hillion.

Providing additional facilities funding and streamlining the current system, including
automatic funding of the Existing Debt Allotment and expansion of Instructional
Facilities Allotment to include equipment and administrative facilities were also topics
touched on by the Committee. Different plans for such changes had differing costs.
Those costs estimates are provided by the Legislative Budget Board in Chapter Six.

Changing the statuteto allow districts to set tax rates over $1.50, essentialy raising the
current $1.50 cap set by Section 45.003(d) of the Education Code, was a so discussed.
Committee member David Thompson pointed out that statute allows districts in counties
over 700,000 in population as of the most recent census to go up to a combined M & O
and 1& Stax rate of $2.00. Since adoption of that statute, districtsin ten additional
counties may have become eligible to increase above $1.50. The cost to the state and the
resulting benefit to local districts can not be accurately projected due to the number of
variables involved. Variables include the cost of the state providing a guaranteed yield
above $1.50 (if it chose to do so) and the number of districts electing to go abowe the
current $1.50 cap. Further discussion of this change is provided in Chapter Eight,
Revenue Proposals.

Proposals to alow the use of textbook funds to be used for technology in the classrooms
were also discussed. Currently the $30 technology allotment and the cost of textbooks
are covered by the Available School Fund.

The charge also required the Committee to consider per capita spending in the state.
Included in the appendix are annual statewide and local per capita expenditure charts,
which show substantial increases in expenditures over the last 15 years, athough not
adjusted for inflation. This discussion led to a hearing in September 2002 on the subject
of adequacy. The proposal by Senator Shapiro and the September hearing are covered in
Chapters Five and Nine respectively. The Committee was aso informed that the
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Legidative Budget Board conducts interim studies on per pupil spending that could be
expanded to explore additional questions related to per capita sperding.

TEA data shows that since the 1992-93 school year state and local expenditures have
risen from $9.85 billion to $26.39 billion in the 2002-03 school year. This averagesout
to anexpenditure of $3,053 per student in average daily attendance (ADA) in 1992-93,
increasing to an average of $6,796 per ADA in the 2002-03 school year. In other words,
spending per student has more than doubled in ten years Tota state aid to districtsin the
1992-93 school year was $6.9 billion and has risen to $10.9 billion for the 2002-03
school year. The average expenditure per ADA by the state in 1992-93 was $2,140; the
average state spending per ADA in 2002-03 was $2,814. These figures illustrate that
while state expenditures have risen dramatically, the level of state spending per pupil has
not kept pace with local increases in expenditures over the last decade (see Appendix
Exhibit B-19).
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Chapter Eight

Revenue Proposals

Some of the suggested changes to the Texas system of public school finance are revenue-
neutral, or would not require a significant infusion of revenue on the part of the state.
However, some of the changes are very costly, and full implementation of the more far-
reaching suggestions could necessitate billions in additional spending.

In addition to its comprehensive review of the state’s school finance system as a whole,
the Joint Committee on Public School Finance was also tasked with examining “the
revenue resources for funding public schools, including areview of the state's tax system
asit relates to public school finance.” As a part of this effort, the Committee heard
testimony about changes to the current state tax structure which could increase state
revenue.

Most of these suggested proposals would increase the revenue available to the state
Genera Revenue Fund (GR), and would likely require adjustments to the state formula
for flowing GR funds through to individua districts. Some suggestions are modest
reforms to existing taxes, primarily the elimination of certain exemptions or exclusions
from one tax or another. Other changes seek to enhance collection of current taxes, and
are not new taxes in and of themselves.

In 1997, the House of Representatives Select Committee on Revenue and Public
Education Funding did an exhaustive study of state revenues. Most of that work is still
applicable today. The Joint Select Committee did not attempt to conduct an in-depth
review of state revenues because the work has aready been done and is available today.
The Joint Select Committee wishes to acknowledge the efforts of the House Select
Committee on these important issues.

Franchise Tax Changes

The franchise tax is the fourth largest revenue source in the state, bringing in $1.96
billion in state funds during the 2001 fiscal year alone. This represented seven percent of
the total revenue for the state that year. The franchise tax is imposed on each corporation
that does business in this state or that is chartered or authorized to do businessin this
state, and each limited liability company that does business in this state, that is organized
under the laws of this state, or is authorized to do businessin this stete.

Other types of business structures, notably general and limited-liability partnerships and
sole proprietorships, are not subject to the tax. Additionally, certain industries, such as
corporations providing insurance, are wholly exempt, often because they are taxed under
other statues. A number of other industries, such as solar energy companies, credit
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unions, and electric cooperatives, are also exempt. Generally speaking, the tax is not
applied to nonprofit enterprises.

The franchise tax was first adopted in 1907, and underwent few changes until the mid-
1980s. Itisconsidered to be a*“privilege tax,” meaning that corporations are grarted
certain privileges by the state in exchange for paying the tax. Most notable of these
privilegesisthe limitation on personal liability of corporate officers, directors and
stakeholders for actions taken on behalf of the business. There are approximately
450,000 businesses in Texas that are subject to the tax.

Thetax isbasically levied against a corporation’s net worth or its earned surplus, which
is essentially the portion of the company’sincome plus executive compensation,
apportioned to Texas. Thetax rateis set at 0.25 percent of the net worth, and 4.5 percent
for earned surplus, and the corporation essentially pays the higher of the two amounts.

The Committee heard testimony suggesting that the state should consider including other
types of business structures under the franchise tax, primarily limited-liability
partnerships (LLPs). Supporters of this position pointed out that many Texas companies
are now organizing (and re-organizing) as LLPs to eliminate their franchise tax liability.
In one typical scenario, small or closely-held Texas corporations convert to alimited
partnership composed of a corporate general partner owning a 0.1% interest in the
partnership, with Texas citizens being the limited partners who own the remaining
99.9%.

After restructuring, the franchise tax liability of the “general partner corporation” is
expected to be reduced to zero, because its 0.1% interest in the partnership generally fails
to generate total receiptsin excess of the law’s $150,000 minimum income threshold.
The limited partners are not subject to the tax.

Larger or multi-state corporations may employ a similar strategy, except that the original
corporation creates a corporate subsidiary as the general partner (typically in Delaware or
another state that does not impose a franchise tax), as well as a second subsidiary
corporation which serves as the limited partner. After this restructuring, the only income
flowing to the original corporation comes in the form of dividends from its subsidiaries.
These dividends are not Texas recel pts because the subsidiaries are not Texas
corporations, and without income from Texas receipts, the liability of the original
corporation is zero.

Meanwhile, the “general partner” corporate subsidiary, while subject to the franchise tax,
benefits from a dramatic reduction in tax liability because of its minute interest in the
partnership. The “limited partner” corporate subsidiary is not subject to the tax because
its only nexus in the state is an interest in a limited partnership. The State Comptroller
estimates that tax planning schemes such as these will cost the state $247 million in
revenue during the 2002-2003 fiscal biennium.
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There are a number of exemptions carved out of the franchise tax for certain types of
businesses. These exemptions are largely provided to corporations which are taxed under
some other mechanism (such as insurance companies), or as an incentive for certain types
of enterprises (such as the manufacturing of solar energy devices). The total cost of these
exemptions for FY 2001 is $637.3 million.

In addition, the Tax Code provides for certain deductions from franchise tax obligations.
The deduction will reduce a corporation’s overall tax burden, and is generally granted as
an inducement for businesses to engage in certain practices (such asinvesting in solar
energy devices), or to be consistent with federal tax policies. Deductions from the
franchise tax include: a small business exception for those firms with tax liability of less
than $100, or gross total receipts of less than $150,000; deductions for food and health-
care supplies; deduction of accumulated earned surplus business loss during the
preceding five years, and; waiver of the requirement to add-back officer and director
compensation for corporations with fewer than 35 shareholders. Added together, these
deductions save corporations more than $500 million in franchise taxes annually.

There are special accounting methods available to certain corporations which may further
reduce their franchise tax obligations. These exceptions to standard practice may help
reduce the compliance burden for small businesses, and encourage certain types of
activities on the part of corporations. Generally, these special accounting methods deal
with the way a company apportions its business activities in Texas. They mayallow
small companies to use simplified accounting rules, which may result in lower tax
liability. These exceptions account for areduction in state franchise tax revenues of
approximately $40 million annually.

Credits and refunds available to qualifying businesses further reduce franchise tax
collections. These are designed to reward taxpayers for certain types of actions.
Examples include credits for: construction of aday care center, employment of TDCJ
inmates, research and development, capital investment, and before- and after-school care
for children between the ages of five and thirteen. For FY 2002, these credits and refunds
are estimated to account for a $223 million reduction in state franchise tax receipts.

Overal, the Committee consistently heard from witnesses who argued that the current tax
structure does not truly measure the economic activity in Texas. The concept that
businesses seek to reduce their tax liability is nothing new; businessesin Texas and
around the country spend a great deal of time, energy and money to lessen their state,
federal, and local tax obligations through a variety of mechanisms. However, some
observers suggested that this problem has become particularly acute in Texas, the result
of sophigticated tax planning strategies coupled with an outdated tax structure.

“Tax fairness’ was a frequently-discussed concept during the hearing process. State
revenues are drawn disproportionately from corporations and industries that are property-
intensive, or which sell products to the general public. These same corporations and
industries al'so bear a disproportionate burden with regard to school property taxes.
Meanwhile partnerships and industries that are predominantly service-based typically
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have a much lighter tax burden across the board. The extent to which thisis a problem is
aquestion for the Legidature to resolve, asis the question of whether to eliminate those
loopholes, exemptions and exclusions in the current law.

Property Taxes

Overal, local property taxes account for 43% of the total state and local tax burden in
Texas. There are four basic types of property taxes levied in Texas - School, City,
County, and Special District (such as a hospital district or a port authority) that are
estimated to gererate $22.5 billion in FY 2001. School taxes are by far the largest
property tax levy of the four, making up 59 percent of the total revenue, or $13.4 billion.

Revenues generated on a district-by-district basis equate to roughly 58 percent of the
state and local public school spending in Texas. The lion’s share of this amount - 95
percent - is generated through ad valorem taxation of residential and business property by
locally elected school boards. The remainder is earned through miscellaneous extra-
curricular activity fees, interest earnings, and tuition charges, all of which vary from
district to district.

The residential portion of the property tax baseis “real” property, which is the land and
any improvements to the property. The business portion includes real property, as well as
capital assets, inventories, and defined intangible goods, such as mortgages or stocks and
bonds. Both types of property are subject to the same ad valorem tax rate, as set by the
school district.

All residential and business property in Texas is subject to ad valorem taxes unless
specifically exempt by the state constitution, or exempted by the Legislature under
constitutional authority. Generally, intangible personal property, items such as annuities,
pensions, and most stocks or bonds, is not taxable. Of course, property exempt from
taxation under federal law is also exempt.

The Texas Tax Code requires businesses to declare, or “render” all personal property
(such as furnishings, inventory, and equipment) that is used in the production of income
each year. This property is subject to taxation by school district, cities, counties, and
other entities with authority to levy property taxes. However, state law provides no
penalty for failureto render. Asaresult, some have estimated that Texas businesses
have failed to disclose or under-reported as much as $36 billion in taxable personal
property statewide.

Some witnesses testified before the Committee that enhancements should be made to
current law to obligate businesses to report their taxable personal property. Proponents of
this position endorsed civil and/or tax penalties for those businesses which improperly
render, as well as audit authority for county appraisal districts (CADs). Others voiced
concerns about granting too much authority to CADs, for fear of fostering an overly-
adversaria relationship between taxpayer and appraiser.
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Mandatory Property Sales Price Disclosure

In Texas, County Appraisal Districts (CADS) use mass appraisals to calculate the value of
most residential and commercia properties, primarily because there are simply too many
properties for each to be reviewed individually. Under this approach, the CAD classifies
properties using factors such as size, use, and construction type. Then the CAD utilizes
information regarding recent property sales in the area to appraise the value of typical
properties within each class. Finally, by factoring in age and location, the district uses
the typical property values to appraise al value in the class.

Thereis no legal requirement for real estate sales prices to be filed with CADs, although
thisinformation is collected by Realtors. In some counties, this information is shared
with CADs, but thisis not the case statewide. Where thisinformation is lacking, CADs
rely more heavily on value estimates than on actual sale prices. The Committee heard
testimony from appraisal officials that they often purposefully overvalue individual
properties in order to spur owners to contest the appraisal and disclose sales price
information to the CAD during the hearing process.

Some witnesses testified that mandatory disclosure of sales price information,
particularly of residential properties, would allow CADs to more accurately establish
values for tax purposes. They point out that many other states require such disclosure,
and that the information is already being collected by Realtors. Opponents of this
concept cited privacy issues as their primary concern. No estimates of the amount of
property that is untaxed due to undervaluation of property were offered to the Committee.

Sales Tax

Sales taxes make up the mgjority of state tax revenue, roughly sixty percent of total tax
collections. The state portion of the sales tax is 6.25 percent, with municipal government,
economic devel opment entities, and mass transit agencies having the ability to add as
much as two percent to the rate. There are broad categories of exemptions, but generally
the tax is paid by businesses and consumers for a variety of goods and services purchased
in Texas or imported for use in the state.

Exemptions from the sales tax are generally provided for basic necessities, such as
groceries, medications, and residential utilities. Sometimes, goods that are normally
taxable are excluded from taxation when purchased by religious, governmental, or not-
for-profit entities. In other cases, tangible goods that might otherwise be taxed are
exempted because they are taxed under a different statute - such as automobiles, motor
fuels, and insurance premiums. By and large, services are not subject to the sales tax,
unless specifically included by law. Among the untaxed services are those provided by
doctors, lawyers, architects, and accountants.

While the state sales and use tax is the largest source of revenue for the state, generating

roughly $14 billion for the state in 2000, the value of the exemptions and exclusionsis
even larger. The State Comptroller estimates that application of the tax to those goods
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and services that are currently untaxed would increase state revenue by nearly $20 billion
in 2002. A chart of the goods and services that are currently excluded or exempted from
state sales taxes can be found in Appendix B, exhibit B-20.

Professional Fees

There are approximately ninety categories of professiona feesimposed by the state,
covering avast array of professions. Barbers, court reporters, doctors, elevator
inspectors, land surveyors, notary publics, plumbers, salvage dealers, and telephone
solicitors, as well as many others, all must pay professional fees to the state in order to
conduct businessin Texas. There are more than 1.6 million fee payersin the state,
generating in excess of $220 million in state funds.

The last fee increase imposed by the Legidature was in 1991, when a $200 annual fee
was enacted (primarily for accountants, architects, and medical professionals such as
physicians and dentists.) Most professional categories were not subject to this increase,
astheir rates are set by rule through their administering regulatory agencies. Most of
these fees are imposed annually, although some are biennial, or subject to multi- year
renewals.
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Chapter Nine

Adequacy

On September 13, 2002, the Joint Select Committee on Public School Finance met to
discuss the issue of “adequacy” in funding public schools.

Deter mining Finance Adequacy

Mr. Michael Griffith, of the Education Commission of the States, was invited to testify
regarding education finance adequacy before the Joint Select Committee on Public
School Finance on September 13, 2002. The following is a summary of his testimony.

Nationwide, adequacy studies have become a growing trend. The reasons for adequacy
studies include compliance with court rulings, alignment of educational finance with
accountability programs, and to reevaluate a stat€’ s school finance system. Eleven states
performed adequacy studies between 1993 and 2002. Four models have been created to
determine finance adequacy.

The successful schools/districts model examines spending at schools that have been
successful in meeting state proficiency standards, and sets the adequacy level at the
weighted average of the expenditures of such districts. This method is being used in part
by Ohio, Illinois and Mississippi.

The professional judgment model uses panels of education experts (teachers,
administrators and local school finance personnel) to identify the resources needed to
establish model schools capable of achieving state education goals. The resources are
then priced out and totaled to determine the adequate fiscal base for a school; the base
can be adjusted for differing characteristics of students and districts. This model has been
used in Oregon, Maine and Wyoming and is under consideration in a number of other
states.

The statistical model takes all factors into account. It examines all aspects of a schoal,
uses the data collected to determine a statistically-based finding of what an average
student needs to succeed.

In the whole-schools approach, school or district leaders select and set up a model they
believe will work. They determine the cost of implementing the model in a school,
including adjustments that would need to be made in the school.

Chairman Sadler pointed out that defining adequacy can be a double-edged sword, since
outcomes can drive both higher state spending and legal challenges.
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K ansas School Finance and
Cost of a Suitable Education

Mr. Dale Dennis was invited to testify before the Joint Select Committee on Public
School Finance on September 13, 2002. Mr. Dennisis Deputy Commissioner of
Education for the state of Kansas and testified on education finance adequacy. The
following is a summary of his testimony.

The Kansas Legidature employed the firm of Augenblick & Meyers, Inc. to study the
adequacy of public school funding. Under the Kansas state constitution “ The legisature
shall make suitable provision for finance of the educational interests of the state.” The
primary purpose of the study was to determine the funding level necessary for school
districts to meet the objectives of a“suitable” education. Augenblick & Meyers
recommended that Kansas implement the following changes to their public school
financing program:

Kansas should continue to use a foundation program in combination with a second tier
(Loca Option Budget) as the primary basis for distributing public school support. The
foundation level (base cost) should be raised in the future to alevel that would be
equivalent to $4,650 in 2000-01. The foundation level should be adjusted by a regional
cost factor using figures from the National Center for Education Statistics until such time
as the state conducts its own study. The foundation level should be adjusted in
recognition of the higher costs associated with:

Moderate size and small school districts;

Special education programs,

At-risk students (based on the number of students participating in the free lunch
program)

Bilingual education

The adjustments should be based on formulas that are sensitive to the enroliment level of
school districts.

There should be no pupil weight specifically for vocational education. The cost of
vocational education should be included in the base cost figure. The state should
continue to use its density-based formula for transportation support but include the full
cost of serving students living 1.25 miles from school as part of the analysis. The weight
for students in newly opened schools should continue to be used although it should be
used for three years, not two years, and the weight should decrease each year.

School districts should be expected to contribute to the foundation program based on a
property tax rate of 25 mills onassessed valuation. The second tier (Local Option
Budget) should permit districts to raise up to 25 percent more than the revenue generated
by the foundation program (based on the foundation level and the adjustments for size,
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special education, at-risk students, and bilingual students). The state should continue to
equalize the second tier in the same manner as it does currently.

The foundation level should be restudied every 4-6 years or when there is either a
significant change in state student performance expectations or a significant change in the
way education services are provided. In intervening years, the foundation level should be
increased based on the work of a committee designated by the Legidature to determine
an annual rate of increase, which should consider annual changes in the consumer price
index in Kansas.

Maryland Bridge to Excellence in Public Schools Act
The following is a summary of recent finance reforms in Maryland.

Based on aframework established by the Commission on Education Finance, Equity, and
Excellence (Thornton Commission), Senate Bill 856 restructures Maryland's public
primary and secondary education financing system and phases in enhanced state aid for
education over a period of six fiscal years. Additional fiscal 2003 state aid of $74.7
million is financed through a 34-cent increase in the date tax on packs of cigarettes.
Between fiscal 2004 and 2008, 27 existing state aid programs are eliminated and the
funding that was provided through the programsiis replaced with enhanced funding
through programs that distribute state aid to local school systems based on student
enrollments and local wealth. By fiscal 2008, the State will provide an additional $1.3
billion in education funding to local school systems above what the State would have
provided under the existing state aid structure.

The commission's final report included recommendations founded on a standards-based
approach to school financing. In this approach, the role of the State isto: (1) set academic
performance standards for students; (2) ensure that schools have sufficient resources to
achieve the standards; and (3) hold schools and school systems accountable when they
fail to meet standards. The standards-based approach to school finance includes two
significant departures from Maryland's existing school finance structure. First, the
approach demands that a link be established between the level of funding that school
systems receive and the outcomes that are expected of students. Second, the approach
gives local school systems broad flexibility to decide how to best utilize resources to
meet the needs of their students.

The Thornton Commission attempted to establish arational link between the amount of
funding that is needed to ensure that schools and school systems can meet state
performarce standards and the amount of gate funding that is provided to school

systems. To accomplish this goal, the commission used results from "adequacy” studies
conducted by a private consultant (Augenblick & Myers) for the commission. The studies
estimated per pupil costs that would be needed to ensure that students with no special
needs could meet state standards. In addition, the studies estimated the additional costs
associated with adequately serving students in three special needs categories: special
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education students, students with limited English proficiency, and economically
disadvantaged students. SB 856 establishes funding formulas that are directly linked to
the estimated costs of achieving Sate performance standards. This approach assumes that
local school boards and superintendents are in the best position to make decisions about
how to use education funding.

Funding for the legidation derives from an increase in the tobacco tax on a pack of
cigarettes from66 cents to $1 beginning June 1, 2002. The increased tax rate is expected
to yield approximately $101.4 million in fiscal 2003. The first $80.5 million it generates
will be placed in a specia fund that will be used to provide funding for education in fiscal
2003. Revenues generated after the first $80.5 million will be placed in the State's general
fund. After fiscal 2003, the increased tobacco tax rate is expected to generate
approximately $70 million annually, and al of the revenues will be placed in the general
fund. Twenty-seven existing state education aid programs are eliminated or phased out,
and the funding for the programs is replaced by enhanced funding for four programs --
one based on total student enrollment and three based on the enrollments of three
categories of students with special needs.

Under the funding formulas established in the bill, greater proportions of state aid are
targeted to school systems with low wealth and school systems with high numbers of
students with special needs. The amount of state aid distributed through the formulas is
linked to the per pupil amounts identified in the adequacy studies as the appropriate
levels of funding needed to ensure that studerts with special needs can meet state
performance standards. An overal state share of 50 percent for each program is phased in
from fiscal 2004 to 2008. Local school systems receive a share of the funding for the
programs based on local enrollments of special needs students and local wealth. Less
wealthy jurisdictions receive a greater share of the per pupil funding, although, by fiscal
2008, no school system may receive less than a 40 percent state share of the per pupil
amounts identified in the formulas. A higher per pypil amount to be shared by the state
and local governments is phased in from fiscal 2004 to 2008. During the phase-in period,
the full-time equivalent enrollment value for a kindergarten student is increased from 0.5
to 1.0. The overall state share of the Foundation Program is 50 percent. By fiscal 2008,
the minimum state share of the per pupil foundation amount that a local school system
may receive is 15 percent.

SB 856 creates the Guaranteed Tax Base Program, which will be phased in between

fiscal 2005 and 2008. The program distributes state funding to local jurisdictions that: (1)
have less than 80 percent of the statewide wealth per pupil; and (2) provide local
education funding above the local share required under the Foundation Program. The
amount provided to each local school system is equal to the additional funding that would
have been provided by the local government if the same education tax effort was made
and the jurisdiction had the wealth base that is "guaranteed.” Regardless of local
education tax effort, local school systems may not receive more per pupil than 20 percent
of the base per pupil amount established in the Foundation Program.
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SB 856 requires each local school system to develop a comprehensive master plan that
describes the strategies that will be used to improve performance in every segment of the
student population. Each plan must include goals that are aligned with date standards,
implementation strategies, methods for measuring progress toward meeting goals, and
time lines for the implementation of strategies. The bill also enhances state aid for base
student transportation grants as well as grants for the transportation of disabled students.
The base transportation grant is enhanced for 15 counties that experienced aggregate
enrollment increases between 1980 and 1995, a time when the transportation formula did
not include annual adjustments for enrollment increases.

The Thornton Commission did not evaluate the adequacy of the State's public school
facilities because this fell outside the scope of the commission's charge. However, in its
final report, the commission noted that adequate public school facilities are a necessary
component of a good public school system. SB 856 established a Task Force to Study
Public School Facilities.

History of Cost Studiesin Texas

Ms. Ursula Parks, from the Legidative Budget Board, and Mr. Joe Wisnoski, from the
Texas Education Agency, were invited to testify before the Joint Select Committee on
Public School Finance on September 13, 2002. They testified on the legidative history of
school finance studies in Texas. Below is a brief summary of their testimony.

1984

HB 72 charged the State Board of Education (SBOE) with the Price Differential
Index (PDI) study

HB 72 aso charged the SBOE with a study of average accountable costs to
school districts in providing quality education programs that meet the
accreditation standards prescribed by law

1987

SBOE was required to adopt rules for the PDI
SBOE was charged with a study to find a minimum basic accountable cost per
student to provide a quality education

1989

Cost of Education Index (CEIl) replaced PDI, SBOE was charged to adopt rules
regarding CEl

SBOE charged with study of basic cost, exemplary cost, facilities and
transportation
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1990

1991

1993

1995

1997

1999

Responsibilities for studies was moved to the Legidative Education Board (LEB)
and the Legidative Budget Board (LBB)

LEB was directed to adopt rules for the calculation of funding elements, including
the basic alotment, formula weights, tax rates for local funding, etc.

LEB and LBB were charged with biennial studies, which included fiscal
neutrality of the system, levels of tax effort necessary for each tier, capital outlay
and debt service requirements, etc.

The Foundation School Fund Budget Committee (FSFBC) was charged with
adopting rules for the calculation of the funding elements, including CEI and
program cost differentials

LEB again was charged with biennial study of determining the equalized funding
elements to be provided to the FSFBC for their calculations

LEB was abolished

LBB was charged with biennia study of determining the equalized funding
elements to be provided to the FSFBC for their calculations

CEl was set to the index adopted by the FSFBC in December 1990

LBB was charged with biennial study of determining the equalized funding
elements
CEIl was set to the index adopted by the FSFBC in December 1990

FSFBC was abolished

LBB was charged with biennial study of determining the equalized funding
elements

CEI was set to the index adopted by the FSFBC rule as that rule existed in March
1997

LBB was charged with biennial study of determining the equalized funding
elements

LBB was aso charged with determination of the projected cost to the state of
ensuring that each district be able to maintain existing programs without
increasing property tax rates
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2001

LBB was charged with biennial study of determining the equalized funding
elements

LBB was also charged with determination of the projected cost to the state of
ensuring that each district be able to maintain existing programs without
increasing property tax rates

Dana Center Project Proposal
Texas Adequacy Study

The following is an overview provided to the committee by the Dana Center.

The Charles A. Dana Center at The University of Texas at Austin proposes to conduct a
comparative adequacy study for Texas that consists of four major components, working
with ateam of leading economists, educators, and education policy researchers. Over a

two-year period, the Dana Center and its partners propose to do the following:

1. Work with educators, policymakers, business leaders, and members of the public
to specify three sets of outcomes that are measurable using Texas data, are aligned
with federal requirements, and reflect the education goals of the state;

2. Conduct a benchmarking analysis of cost-effective schools and school districts, to
derive cost-estimates that include analyses of efficiency;

3. Conduct the first comparative analysis of two recognized approaches for
connecting the financing and performance of schools, to generate ranges of
projected costs; and

4. Construct a computer model that allows users to explore the fiscal implications of
using the research findings to revise Texas school finance formulas.

Each of these components is designed to produce major deliverables and are arguably
fundable projects in their own right. Together, they would generate a comprehensive set
of peer-reviewed policy recommendations and technical tools for revising the Texas
school finance formulas for Maintenance and Operations. A short description of each
component follows.

Specifying multiple sets of outcomes

In most states, adequacy studies have involved the application of one of four approaches
(the successful schools approach, the professional judgment approach, the statistical
approach, or the comprehensive school reform approach) to estimate the costs of
producing certain levels of student achievement. In the Texas adequacy study,
researchers would specify three sets of outcomes and apply two of the four recognized
approaches—the successful schools approach and the statistical approach—to estimate
ranges of costs associated with different outcomes.
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Statutory requirements. The first set of outcomes for which the team would
generate cost estimates are those associated with current statutory requirements,
including the implementation of TAKS, curbs on socia promotion, and the
implementation of the Recommended High School Program as the default high
school program.

Public expectations: The second set of outcomes would be derived from a
Deliberative Poll. Researchers would first poll a representative sample of Texans
about their views towards public education, with an emphasis on school finance
issues. Participants in the poll would then be invited to convene in Austin or
Dallas for aweekend to deliberate with each other and to interact with
policymakers and education experts. At the end of the weekend, participants
would be polled again to measure any changes in their views. The Dana Center
and its partners would seek foundation and private support for the Deliberative
Poall.

Professional judgment: The third and final set of outcomes for which the team
would generate cost estimates would emerge from a modified version of the
professional judgment approach. The researchteam would convene education
experts, business |eaders, and others to specify educational outcomes that reflect
the knowledge and skills required for the 21% century Texas workforce.

The use of multiple sets of outcomes would be most distinctive component of the Texas
adequacy study, and would for the first time allow researchers and policymakers to make
direct comparisons across different conceptions oF—and different cost estimates for—
public education. In addition, the use of the Deliberative Poll would provide new data on
what Texans expect from their public schools—and about how those expectations might
change with more information. Finally, the specification of multiple sets of outcomes
would allow the research team to shed light on questions about the marginal costs of
raising standards.

Benchmarking cost-effective schools and school districts

To date, none of the adequacy studies conducted in other states have included direct
estimations of the efficiency and productivity of schools and districts. For example, the
“successful schools’ approach as applied thus far only yields data about the average
spending of different types of schools or districts meeting certain performance thresholds.
In the Texas study, however, researchers would investigate the cost-effectiveness of
different types of schools and districts.

Besides informing its cost estimates, the team’ s findings about schools' and districts
efficiency and productivity could potentialy be useful in two other respects. First, these
findings could be used to establish a system for identifying and rewarding cost-effective
schools and districts. Second, additional study of the budgeting and resource alocation
practices of these schools and districts would allow researchers to catal ogue cost-
effective practices for addressing particular challenges, such as dropout reduction or

Report of the Joint Select Committee on Public School Financeto the 78" Legislature 53



increasing the numbers and diversity of students completing advanced courses. The Dana
Center and its partners would seek foundation support to conduct these kinds of cost-
effectiveness studies.

Comparing acr oss appr oaches

Another distinctive component of the Texas adequacy study would involve the
concurrent application—and extension—of two approaches for connecting the financing
and performance of schools: the successful schools approach and the statistical approach.
Most states lack the necessary data to apply these two approaches and have therefore
relied on less direct and data-intensive approaches, namely the professional judgment
approach and the comprehensive school reform approach. The Texas study would be able
to use the state’ s rich data, however, to test standard hypotheses about connections
among school finance policy and student performance.

It is possible—although extremely unlikely—that the application of these two approaches
to three sets of educational outcomes would converge on a single cost estimate, with a
single set of cost adjustments. More likely, it would generate ranges of cost estimates,
because each approach is sensitive to different kinds of considerations.

Dynamic computer modeling

In the final phase of the project, the researchers would develop a dynamic computer
model that brings its findings into dialogue with the Texas school finance system. This
model would allow users to explore potential fiscal implications of the study’s findings
and recommendations, including how the costs of implementation might change over
time. This part of the project would extend a current Dana Center-led project to develop a
dynamic computer model of the Texas school finance system.

Summary

School finance “adequacy” has beenin the national spotlight because of studies done and
action taken in states like Kansas and Maryland. Some are calling on Texas to do an
adequacy study that could become the basis for a new approach to school funding. While
“adequacy” is a captivating new topic, no study to date has identified the conclusive
definition of adequacy. Some members of the Joint Select Committee on Public School
Finance favored having an independent research organization conduct an adequacy study.
For a study to have credibility with this Legislature, it must focus on Texas standards
and performance-based system.
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Chapter Ten

Conclusion

Since the passage of SB 7 in 1993, which created the current recapture-based system of
public school finance, few school finance policy changes have been made, due in large
part to the history of legal challenges that brought greater equity to the system.
Maintaining a constitutional, equitable system has been the Legidature' s primary policy
objective in school finance since 1995, when Edgewood 1V found the system now known
as “Robin Hood” to be constitutional.

Local property tax payers have experienced rapid increases in their tax bills due both to
rising tax rates and rising property values. Each biennium the State has invested billions
of dollarsin new money to keep pace with rising costs as well as funding local property
tax cuts, teacher pay raises and health insurance. However, enrollment growth, coupled
with rising costs, have placed a strain on the capacity of the current system. The Joint
Select Committee on Public School Finance was formed to study the impact of the
convergence of rising costs, rising local property taxes and a state share that, while
increasing exponentially from atotal spending standpoint, has not kept pace with local
expenditures as a percentage of total expenditures on public education in the state.

The Committee was presented with five plans to either completely replace the current
system or study how to replace it. The Committee considered many changes to the
current system that could be accomplished with or without a compl ete system overhaul.
The Committee also reviewed revenue sources and considered how to maximize revenues
gained through the current system, such as closing tax loopholes and shifting to a broader
tax base.

The charge given to this Committee, which is printed in its entirety in chapter three of
this report, was challenging in its breadth and scope. Common themes in both public and
invited expert testimony included the need to end the current over reliance on local
property taxes to fund public education and the need for the state to support and maintain
an adequate, equitable and accountable system of public education.

The Committee, viathis report, has attempted to share the findings of this process. The
report is formatted as a menu of options, reflecting the hope of the Committee that
members of the 78" Legislature will be able to use this report as it considers public
education funding issues in the coming session.
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Appendix A
Proposals and Plans

Proposals to the Joint Select Committee on Public School Finance, 77
Legidature
Craig Foster, public member, Joint Select Committee on Public School Finance

Opening Pandora’ s Box
Lynn Moak, Consultant, Moak, Casey, and Associates, LLP

Lieutenant Governor Bill Ratliff's School Finance Proposal
Lieutenant Governor Bill Ratliff

Proposal to the Joint Interim Committee on School Finance for a Comprehensive
Sudy to Define a Basic Education

Senator Florence Shapiro, senate member, Joint Select Committee on Public
School Finance

Proposal to the Joint Select Committee on Public School Finance
David Thompson, public member, Joint Select Committee on Public School
Finance

Proposal for Alternative Education Tax
David Thompson, public member, Joint Select Committee on Public School
Finance
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A-1.

Proposals to the Joint Select Committee on Public School Finance, 77
Legidature
Craig Foster, public member, Joint Select Committee on Public School Finance

A. Fix the major broken parts of the current system

1.

Provide supplemental state assistance (SSA) to those districts that have reached
their maximum M& O tax rates (generally $1.50) and do not have local option
homestead exemptions (LOHES), (a) granting the first SSA in the second
consecutive year adistrict is at maximum effort, (b) increasing SSA in each
subsequent consecutive year, and (¢) adjusting SSA so that a district that first
qualifiesin alater year can achieve the highest level of SSA within a reasonable
period of time.

These are the districts that are truly “up against the wall”. They are the ones that
have used up al the capacity the state has given them. Assuming a tight budget
and no new high cost mandates for the coming biennium, it seems appropriate
to take care of these districts before providing additional capacity to districts
that have not used the capacity they already have.

SSA should be further adjusted to reflect the relative amount of adistrict’s
funding disparities (See Recommendation D.) and the amount of concurrent
increases in the standard funding elements.

In the interest of “Truth in Robin Hood”:

a  Make detachment and annexation (D&A) of nontresidential property the
only option to consolidation of districts or tax bases, with one exception:
For the few districts that are Chapter 41 by virtue of residential value aone,
maintain current options 3 and 4 for that portion of their recapture that
cannot be achieved by the D& A of nonresidential property.

b. Makethe D&A reversible and fractional so that a Chapter 41 district’s
retained wealth can be adjusted annually to the exact amount of the
district’'s EWL.

c. Prioritize property categories for D& A purposes so that small locally
owned properties, like Mom ‘n Pop grocery stores, would be D&A’d last, if
a all.

The truth about Robin Hood is that 90% of the need for recapture is attributable
to excess concentrations of non-residential property — like minerals, utilities,
and major industrial plants. Only 10% is caused by excess concentrations of
residential property. Yet, today, 100% of residential taxpayers in every Chapter
41 district pay Robin Hood taxes.
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Why not tell the truth about Robin Hood, deal effectively with the real source of
the problem, and leave the rest of the taxpayers alone?

If this plan were in effect this year, Robin Hood taxes paid to the state or other
school districts would be about $70 million —instead of the roughly $700
million dollars that will be paid under current law. At the same time, the
annexing districts would have greater local capacity and would therefore be
entitled to less state aid. The net result would be basically the same — without
the political onus of massive Robin Hood taxes on residential property.

This proposal is somewhat smilar to an earlier proposal that called for a “split
tax roll”, where the state would tax only non-residential property and school
districts would tax only residential property. An advantage of the current
proposal is that it impacts only those non-residential properties that are part of
the problem. Again, why not leave the rest alone?

B. Completethetask Rep. Wayne Peveto began over 20 year s ago.

1. Give County Appraisal Districts and the Comptroller’s Property Tax Division
the legal and financial resources needed:

a. toensurethat available state funds are spent to enhance the equity and
adequacy of our school finance system, rather than to offset local funds lost
to undervaluation

b. to ensurethat al taxpayers contribute their fair share to the state’'s public
school system, allowing only for differencesin local tax rates

c. toprevent significant, sudden losses of state aid to school districts due to
circumstances for which they are not directly responsible and over which
they have limited control

The resources needed include confidential mandatory sales disclosure, penalties
for failure to render taxable property, powers to audit business records, and
access for on-site inspection of non-residential property.

2. Establish an accountability system for County Appraisal Districts, patterned, to
the extent applicable, after the accountability system for school districts, and
specificaly including the publication of CAD performance measures in local
NEeWspapers.

C. Codify the Edgewood equity standards

1. Formally adopt the three Edgewood equity measures as minimum standards.
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Require the application of the same principles that guided the calculation of the
equity measures for the Edgewood IV trial, regardless of changes in funding
elements and policies over time.

Apply the standards to both the M& O component and the 1& S component of the
equalized system — except in the case of the total revenue gap.

Adjust funding during the settle-up process to ensure al standards are actually
met.

D. Adopt astrategy to achieve adequacy and enhance equity

1.

Adopt a strategy to exceed the current minimum standards of adequacy and
equity, in response to the Supreme Court’s conclusion in Edgewood IV that “the
system [under SB7] becomes minimally acceptable only when viewed through
the prism of history. Surely Texas can and must do better.”

Use the model proposed by the Equity Center in its policy statement entitled,
“Offering a Fair and Rational Strategy for Achieving Real Equity and
Adequacy”. (See Appendix __.) Thereis no specific cost associated with the
Equity Center’s plan. It smply provides a method for distributing any amount
of state funds that become available, over and above the amount required to
maintain the current system.

Half of available funds would be used to achieve adequacy by reducing funding
deficiencies; the other half, to enhance equity by reducing funding disparities.
Every district would receive some of the funds, but those who have the least
would get the most.

This proposal replaces earlier versions of Proposal D, which are hereby withdrawn.

1.

2.

Find and fix other worn out or broken parts, etc.

Commission unbiased studies, similar to the Dana Center’s CEl Study, to
determine weights and indexes that accurately reflect cost differences among
students and school districts for programs, facilities, and transportation.

It is argued that some costs are more fully recognized in our current alotments
than are other costs. We cannot have true funding equity until we have cost

equity.
Investigate the distribution of funds under recapture options “3+”, “3&4”, and 4,

to ensure that current practices are both legal and ethical, and that they conform
to legidative intent.
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Extend the Existing Debt Allotment indefinitely and base state assistance on
actual current debt service, not prior 1& S tax history [as in Sec. 46.034(b),
Education Code].

Reject proposals to define “adequate” funding as any amount less than the
amount at a very high percentile of students nationally, adjusted for generally
recognized cost differences.

Establish a School Finance Commission to find and correct unintended and
disequalizing consequences before they take effect.

Close the loopholes in the state' s current tax system as a first step toward
providing increased state funds for public schools.

. Minimize “surpluses’ in the second year of a biennium by developing accurate
projections of property value changes, and distribute whatever small surpluses

may then occur by increasing the yield per WADA for each penny of M& O tax
effort by the same amount for each school district.

Report of the Joint Select Committee on Public School Financeto the 78" Legislature

61



Exhibit - A-1

These changes wer e made to the proposal following the presentation to the
committee on February 7, 2002.

Equity Center Policy Statement

Offering a Fair and Rational Strategy for Achieving Real
Equity and Adequacy

A proposal for distributing new state funding in a way that will provide
adequate and equalized educational funding for all Texas children

Overview

This proposal focuses on the way new state resources, when available, can be distributed
so that al Texas children, over time, will have access to similar resources for their
education. The method addresses the concern that, for reasons totally unrelated to
differences in the costs of providing educational services, there are numerous specific
areas in which the current system arbitrarily fails to fund some schools as well as it does
others. Ironically, every school district experiences the negative impact of one or more of
the components of this phenomenon, although some districts are affected to a more
significant degree.

First priority — meeting the growing costs of the current system. Thefirst priority for
new public education funding would, of course, be to maintain the current system,
including enrollment growth and other areas of increased cost to the state. Whatever new
money is available after that would be divided into two equa portions for adequacy and

equity.

Adequacy —increasing funding levels across the board. The first half of the remaining
money would be distributed to all school districts through increases in the Equalized
Wedlth Level (EWL), Additional State Assistance (ASA), Basic Allotment (BA), and
Guaranteed Yield Level (GL) in such a manner that any two districts with the same tax
effort, irrespective of wealth status, would receive the same increase in revenue per
WADA. (ASA was enacted in 2001 as a means of including Gap districts in across-the-
board funding increases.)

This new funding would alow al districts to counter the impact of inflation and to meet
new state mandates, higher accountability standards, and growing community
expectations.

Equity — eliminating funding disparities. The second half of the remaining new money
would be used to move al districts to a common funding level by removing funding
disparities in away that would ensure that every district would gain revenue, and those
that have the least would gain the most.
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Proposals for Eliminating Existing Disparities

1

Establish a uniform yield for all districts. School districts receive the bulk of their
M& O funding based on a variety of levels of “yield” per WADA for each penny of tax
effort. Thereis, in effect, a per-penny per-WADA vyield for al of Tier 1 (except
transportation and one-half of CEl), Tier 2 is atraditional “guaranteed yield”
component, and Chapter 41 districts' effective yields are reflected in the amount of the
Equalized Wedlth Level (EWL)—or, in some cases, a “hold-harmless” EWL. Every
district should have access to a uniform yield that is at a high enough level to provide
for quality education. Until such time as a better measure can be determined, that yield
should be set at the average yield available to Chapter 41 districts. That means that all
Chapter 42 districts and more than two-thirds of Chapter 41 districts will benefit from
this proposal.

Fully fund the Transportation Allotment for every Chapter 41 district. The
Transportation Allotment of every Chapter 42 district is fully funded. Chapter 41
districts obviously have transportation costs, but with a few exceptions their
Transportation Allotments are not funded at all because of the way recapture is
calculated. The Transportation Allotment of every district should be determined the
same way and should be fully funded.

Extend the full benefits of the CEI to Chapter 41 districts. Chapter 42 districts
receive the full benefit of the CEl adjustment in Tier 1 while Chapter 41 districts
receive only half the benefit, again because of the way recapture is calculated.

Chapter 41 districts should benefit from the CEl to the same extent that other

districts do.

Extend the Mid-size District Adjustment to Chapter 41 districts. Chapter 41
districts are not eligible for the mid-size district adjustment, although they

experience the same diseconomies of scale that Chapter 42 mid-size schools do.

They should receive this funding.

Equalize theimpact of ASF Per Capita distributions. Most Chapter 42 districts
never see their Available School Fund per capita money because the state uses it to
help pay the state’ s shareof the district’s Tier 1 allotments. Chapter 41 districts, on
the other hand, get all of their per capita funds — in addition to the amount of tax
revenue they retain after recapture. Chapter 42 districts should be treated the same

as Chapter 41 districts. Their per capita funds should be in addition to— not included
in—their Tier 1 alotments.

Eliminate Set-Asides. Chapter 42 districts lose part of their Tier 1 state aid to set-
asides. Chapter 41 districts are not subject to set-asides, yet all Chapter 41 districts
receive services financed by set-asides, and some receive grants for programs funded
by set-asides. These services and programs should be funded through direct state
appropriations, and set-asides should be eliminated so that each district receives its
full allotments.

How the Distribution of Equity Funds Would Be Determined
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A funding target would be established for each area of disparity, in most cases ssimply by
using the best funding practices of the current state system. By comparing each district’s
level of funding with the target for that area, a per-WADA deficiency for that area can be
determined. The total of these deficiencies for the individual areas would be the
difference between where a district currently is funded and where it should be funded.
The Equity portion of the new state funding would be dedicated to erasing this deficiency
by distributing the money to the districts in proportion to the amount of their deficiency.

For example, adistrict with a $1 million deficiency would get twice the benefit asa
district with a $500 thousand deficiency. This practice would send the most new money
(per WADA per penny of tax effort) to the districts currently receiving the least. 1t will
also ensure that every district has a stake in eradicating the disparities until true and
complete equity is achieved.

By removing these funding disadvantages, Texas can move to a system that recognizes
real costs and ensures that all districts have afair and equal access to the state’ s resources.
And, the state can achieve this while allowing those districts currently funded at more
advantageous levels to retain more of their M& O tax collections.

Summary

Funding for Adequacy: One-half of all new state funding in a given biennium (after the
current systemis maintained) should be dedicated to raising the Basic Allotment,
Guaranteed Yield, and Equalized Wealth Level so that each district’ s increased benefit
(per WADA and after allowing for disparitiesin tax effort) is the same

Funding for Equity. The remaining half of new state funding should be dedicated to
erasing the funding disparities, listed above, in a manner that would ensure that new
money would go to all districtsin proportion to the deficiencies in their current funding
levels.
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A-2.  Opening Pandora’s Box
Lynn Moak, Consultant, Moak, Casey, and Associates, LLP

The Goal (42.001 TEC)
e Provision of athorough and efficient school finance system substantially financed
through state revenue resources that

— Provides equality of accessto programs and serves related to student needs
— Adjusts for local economic factors
— Provides equal accessto similar revenue at similar tax effort for ssmilar students

The Reality of our Current Stuation

e System is not substantially financed with state revenue resources unless the property
tax is a state tax

e Accessto equal programs and services needs improvement

e Revenue equity disparities have not improved since enactment in 1993

Meeting the Demand for Operating Funds (in millions)

$30,000
$25,000
$20,000 —

$15,000 — —

$10,000 — —
$0

1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02

B State Aid Local Revenue

Utilization of Sate System Revenue Capacity by Type of School District

PERCENT OF TOTAL CAPACITY

DISTRICT TYPE 2001-02 2000-01 1999-00 1994-95
A-Mgor Urban 99.4% 93.7% 93.1% 82.5%
B-Major Suburban 98.7% 96.2% 95.5% 88.4%
C-Other Central City 97.4% 93.5% 93.2% 83.3%
D-Other CC Suburban 96.7% 92.5% 92.2% 83.1%
E-Independent Town 96.1% 91.5% 90.8% 80.8%
F-Non-Metro Fast Growing 96.0% 92.3% 91.2% 82.4%
G-Non-Metro Stable 95.3% 89.4% 88.0% 79.5%
H-Rural 94.0% 88.2% 87.6% 77.5%

STATE TOTALS 97.6% 93.3% 92.6% 83.3%
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Utilization of State System Revenue Capacity by Type of School District

Percent of Totdl

Didtrict Type 2001-02  1994-95
A-Magjor Urban 99.4% 82.5%
B-Major Suburban 98.7% 88.4%
C-Other Central City 97.4% 83.3%
D-Other CC Suburban 96.7% 83.1%
E-Independent Town 96.1% 80.8%
F-Non-Metro Fast Growing 96.0% 82.4%
G-Non-Metro Stable 95.3% 79.5%
H-Rural 94.0% 77.5%
Sate Totals 97.6% 83.3%

Meeting the Demand for Facilities and Equipment
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$0I T T T T T T T 1
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Challenges of the Next Decade
e Growth and inflation

— 70,000 net growth in student population

— Average projected inflation and wage rates of 3 percent or more
e Staffing

— 16 percent turnover rate

— 24 percent new teachers not fully certified
e Performance mandates

— New TAKS standards

— No pass-no promote starts in 2003
e Additional facilities

— 100,000 newly-enrolled students
— $3 billion+ LA trend
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A Basic Dedgn for School Finance

Maximizing the educational dollar

Determine areas of state financing versus state/local financing

Establish target revenue for regular student funding from state and local sources
Adjust for student differentials

Adjust for community differentials

Assure equity

Provide for facilities

Find the money

Issuesin Maximizing the Educational Dollar
Extra-curricular activities
Nortrinstructional costs e.g. transportation
Distance learning

Organizational inefficiencies

Unit cost of facilities

Lack of incentives for efficiency

Issuesin Financing State Priority Areas
Local contribution to retirement financing
Technology versus textbooks
Health insurance employee choice funds
Special funding arrangements for:
— Subject areainitiatives
— Technology
— Program areas. hearing- and sight- handicapped education, Pre-K, Sth grade
— Current compensatory education setasides

Issuesin Financing State Priority Areas
MC&A recommends consideration of:

— Full state financing of retirement benefits with employee share
— Creation of flexible textbook funds for technology
— Incorporate special programs into state-local framework

Issuesin Defining the Base Funding Level
MC&A recommends corsideration of:

— Basic funding level available for 2002-03
— Add inflation at 3 percent per year
— Add needed program support
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— Add equity adjustment to eliminate “gap” by 2006-07
— Equals 5-year target

Student Cost I ssues
— Separate weights for gifted education and career and technology education

— Current compensatory education, set asides, 9th grade funding, bilingual
education, and migrant adjustments

— At least ten different weights and instructional arrangements for special education
— Half-day support for disadvantaged Pre-K, with separate grant program

Student Cost Recommendations

— A broad-based, flexible high school weight

» Elimination of the career-and-technology education and gifted-and-talented
education weights

— Adopt at-risk weight and LEP weight with increased funding
» Replace current bilingual and compensatory education weights with an
expansion to funding for state performance initiatives

— A simplified weighting system for special education
» State assumption of costs for very high-cost students
» Provision for hearing- and sight-handicapped children

— Full-day support for disadvantaged 4-year olds

Community Cost Issues
Examine the justification/rationale for:

— Cost-of-Education Index based on tenyear old district data

— Differential applicationsto Tier I, Tier Il, and Chapter 41

— Current patchwork of small, large area, sparse, and mid-sized adjustments
— Transportation formula based on 1984 cost levels

Community Cost Recommendations
MC&A recommends consideration of:

— Restudy of small “by choice,” small by area, and sparsity definitions
— Adoption of modified adjustment for district size up to 5,000 students

— Cost-of-Education Index based on updated data
» Examination of regional and urban/rural adjustments

— Updated transportation formula based on current cost levels
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Equity I ssues

Examine the justification/rationale for:
— Different yields for Tier | and Tier Il
— Failure to include transportation impact in Tier || and Chapter 41
— Basis for providing funding advantages based on wealth

— Recapture level and procedures (hold harmless, credits, partnership arrangements,
etc.)

Equity Recommendations
MC& A recommends consideration of:

— Establishment of single-tier system based on projected per-student costs trandated
to revenue yields at specified tax rates

— Eliminate gap in operational funding by 2006-07
— Maintain current equity relative to debt service funding

Facilities |ssues
Examine the justification/rationale for:

— Under-funded IFA

— Exclusion of equipment and administrative facilities from IFA definition
— Separate procedures for funding long-term IFA and EDA commitments
— Use of statutory basis for long-term bond commitment

— Highly-limited state role with regard to administration, information, and technical
assistance

Facilities Recommendations
M C& A recommends consider ation of:

— Establishment of single-tier facilities funding (IFA and EDA) with constitutional
authorization

— Inclusion of equipment and administrative facilities in new debt
— Modification of IFA shortfall procedure

— Automatic rollover funding of “old debt” (EDA)

— Constitutional guarantee for state/local partnership

— Modest expansion of TEA role and staffing

Property Value and Tax Rate | ssues
Examine the justification/rationale for:

— Use of school finance system to influence appraisal district behavior
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— Use of artificially-defined property values to measure taxpaying capacity
— Use of calculated tax rates for the purpose of equalization

Property Value and Tax Rate Recommendations
— Use of actual local property values, exclusive of optional exemptions
— Use of actual tax rates, except in the case of optional exemptions
— Funding strong state monitoring/compliance effort for appraisal district
administration (potential constitutional amendment)
— Significant funding adjustment for fast-growing districts if current-year vaues are
used

Long-Term Revenue Principles
e Need for balanced tax structure for education support
— Return to historic partnership level of approximately equal state and local shares
— Commit substantial new state revenue sources to property tax reduction
e Trust the people
— Provide voters with the opportunity to fund quality education, while reducing
reliance on property tax revenue

Potential Revenue Sources
e Property tax
— Reduction
— Increased enforcement tools should be considered
e Sdestax
— Consider exemptions
— Internet taxation
e Businesstaxes

— Create “equal and uniform” treatment of business entities
e Income taxes

— Constitutional amendment for property tax reduction and school improvement

Six-Year | mplementation Plan

e Recognize 2003 economic and political barriers
K eep pace withenrollment and the marketplace
Scheduled improvements in equity

Implement rational changes in formula structure

[
[
[ ]
e Develop new revenue initiatives
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Lieutenant Governor Bill Ratliff's School Finance Proposal
Lieutenant Governor Bill Ratliff

Opening Statement before the Joint Select Committee
on Public School Finance

First, let me thank the members of the Joint Select Committee for your service
here. Thisisan impressive group of some of the most knowledgeable peoplein
Texas as regards the funding of our public schools. | sincerely believe, if thereis
a better solution to this continuing question, you have the horsepower to find it.

Some members of the Joint Select Committee have, in the past, asked meif | had
any particular instructions or proposals for them to pursue. My response was that
they should not be constrained in looking for a solution. However, they should be
pragmatic in that any proposa should have some reasonable chance of passage
through the Legidature, and should either be constitutional or there should be
some reasonabl e chance of passage of a constitutional amendment to make it so.

Until now, | was reluctant to present any suggestion to this committee, because |
did not want to stifle any of the members' creative juices. By doing so today, |
earnestly appeal to you to give this suggestion no more weight than any other
suggestion. | hope you will dissect it and determine its weaknesses, applying the
same scrutiny with which you study other proposals put forward.

While David Thompson in particular, as well as Craig Foster and others, have
come forward with suggested creative modifications, the suggestions to date,
which | have been made aware, all appear to be variations of the current plan.

If we are to address the features of the current system which the Governor and
others have criticized as unfair and inequitable, it would seem that the first order
of business would be to identify the current system’s unpopular features. Asthe
person whose name appears as the author of Senate Bill 7 (affectionately dubbed
“Robin Hood”), | believe | am as quaified to itemize such problems as anyone,
since | have certainly heard most of them. Any plan presented should be
evaluated as to its chances of addressing these objectionable features.

Before | discuss with you the litany of problems with the current system which |
have heard over the years, | must say that | apologize to no person for having
authored Senate Bill 7. | am convinced that it was the only plan, short of a
personal income tax, brought forward in 1993 which would have kept the public
schools open. While | will not go so far as to say that the “Robin Hood” plan
saved the state of Texas from a personal income tax (as Senator Bivins has stated),
| do know that there were many, many knowledgeable people in Texas who
believed that a persona income tax was the only way out of the dilemmawe
faced in 1993.
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Senate Bill 7 was finally passed by the Senate on May 27, 1993. It wasfinaly
passed by the House on May 28, 1993. Y ou may note that this final passage was
in the final hours of the 1993 regular session, and its passage was under the very
real threat of a court-ordered closure of Texas public schools as the aternative.

Because of the atmosphere surrounding its passage, some people have stated that
Senate Bill 7 was always intended as a stop- gap measure, only intended as a
temporary fix until a fina solution could be found. While almost everyone, in
1993, wished for a solution more universally accepted, this plan was only as
temporary as most other laws passed by the Legidature. That is, it was intended
to be in place until someone came forward with something better.

Difficulties Posed by the Current School Finance System

1). Poorer districts continue to believe that the gap in educational opportunity between
their students and the students of wealthy districts is too great, isincreasing, and is
unconstitutional.

2). Wealthy districts continue to believe that there is no justification for their districts
being required to raise local property taxesto pay for a quality educational program, and
then to send a sometimes large share of such proceeds either to the state or to other, less
wealthy districts.

3). Wedlthy districts believe that the statutory cap on local school property tax ratesis
keeping them from offering a quality education, since they must send a portion of their
local tax proceeds to the state or to less wealthy districts.

4). Weadlthy districts believe that poorer school districts are not exerting the same local
taxing effort as wealthier districts, but expect to be able to spend as much as their
wealthier counterparts by virtue of receiving additional money from the state or from
wealthier districts.

5). Many citizens believe the state should pay a greater share of public education costs,
but recent increasesin local property appraised values, without proportional increasesin
state funding, have resulted in a declining share of public school educationa costs being
borne by the state.

6). Past Supreme Court decisions have criticized the state’ s lack of financial assistance to
districts for debt service. The current IFA and EDA Allotments, while assisting with debt
service, pose difficulties for school districtsin that they cannot advise their bond election
voters whether they will receive state assistance in their debt payments being authorized.
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7). Few people, even in the Legidature, understand how the funding formulae work,
resulting in poor public perceptions because misinformation is so difficult to refute.

8). When the Legidature attempts to adopt financial assistance to school districts (Gov.
Bush's reading initiative, state funded teacher pay increases, state subsidized teacher
health plan, etc.), the methodology for doing so becomes extremely convoluted because
such assistance must be conveyed to the districts in a manner which does not violate (or
attempts to circumvent) the “substantially equal access’ ruling of the Texas Supreme
Court. These convoluted methodol ogies further complicate the formulae and increase the
opportunity for misinformation.

9). Itisvery difficult to allow any type of local property tax abatement, no matter what
the cost-benefit ratio of such treatment, when such corporate subsidies amount to grants
of state dollars given by local entities, and such subsidies, if allowed, would result in
large inequities across school districts.

10). While there are good ideas for improving the current system, as long as the local
property tax is a magjor component of the funding, and as long as we are required to meet
the “substantially equal access’ constitutional test, most of the above difficulties will
continue.

A Plan

Submit a constitutional amendment to the voter s having three parts:

1). Abolish the current local school district authority to levy a property tax for
maintenance and operations (leaving the current authority for debt service in
place).

2). Authorize the Legidature to levy a statewide property tax for the sole purpose
of funding the public schools of Texas.

3). Grant the Legidlature the statutory authority to allow school districts to levy a
local property tax for educational enrichment, not to exceed $0.10 per hundred
dollars valuation.

By Statute, Enact a School Funding M ethodology with the Following Featur es:

Statewide Property Tax: Levy a statewide property tax of $1.40 per hundred,
the proceeds from which, when added to the general revenue appropriation, would
congtitute the foundation school program funding.

Tier One-Basic Allotment: Distribute the equivalent of $30 per penny (for the
140 pennies levied) per weighted student to school districts to cover their base
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maintenance and operations budgets. When transportation and other adjustments
are made, this would allow the distribution of about $4,275 per Weighted ADA
(96,085 per student) which is, on average, about $115 per WADA more M&O
revenue than is curently available to poorer school districts.

Tier Two—Local Enrichment: Allow school districts, by local option election,
to levy up to $0.10 per hundred local enrichment property tax. For those school
districts whose tax base is less than $300,000 per WADA, the state will guarantee
such adistrict ayield of $30 per WADA per penny of tax rate.

Tier Three-Debt Service Allotment: The state will guarantee ayield of $35 per
penny of tax rate per ADA for al debt service on educationa facilities, up to
thirty pennies.

Teacher Health Plan: The Legidature should consider levying an additiona
statewide property tax (above the $1.40 in Tier One) in order to fully fund a state
paid teachers' health insurance plan equivaent to the state employee plan.
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A-4.  Proposal to the Joint Interim Committee on School Finance for a Comprehensive
Sudy to Define a Basic Education
Senator Florence Shapiro, senate member, Joint Select Committee on Public
School Finance

Background:

As aresult of the findings in the Edgewood lawsuits, Texas public school finance reforms
have almost exclusively dealt with the constitutional principle of equity. We have made
great strides in the area of equity, however we have failed to properly address the equally
important principle of adequacy. It was assumed that by continually adding resources to
the current system to meet equity standards, we had satisfied the adequacy requirements
and effectively provided students with a basic education.

Degspite Texas's detailed curriculum standards and the implementation of an advanced
accountability system, there is still only a tenuous connection between Legidative
funding and how those dollars work in the classroom. The level of funding provided by
the Legislature must have some relationship to the costs associated with achieving certain
levels of student performance.

Proposal:

The time is now for policymakers to decide what components constitute a basic
education. Only after this has occurred can the Legidature ever know whether or not we
have funded an adequate education for the children of Texas.

The state of Texas should conduct a comprehensive study using national experts
and the four currently existing models to help us "cost out" the price of a basic education.
The Successful Schools Model
The Professional Judgment Model
The Econometric Model
The New American Schools Model

This proposal asks the Joint Interim Committee on School Finance to recommend

acommissioned study by an outside party to define a"basic education™ and report back
to the Legidature.
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FOUR ADEQUACY MODELS

(1) Successful Schools/Empirical
Created by John Augenblick

This strategy is to identify the cost structures of school districts that are successful. After
excluding the outlier districts, both rich and poor, in terms of wealth and per-pupil
expenditure, the remaining districts are scoured to see which have been successful in
terms of student performance. Then, you look to see how much was spent per pupil in
these successful districts. The basic ideaisthat if a group of districts with avariety of
pupil characteristics can succeed with $X per pupil, then other district should also be able
to do so. The underlying assumption is that any district should be able to accomplish
what some districts do accomplish.

LBB is currently conducting an abbreviated version of this model as part of their biennial
look at school finance, however they are not looking at a district's programming, only
finances. While the effort on the part of the LBB is to be commended, a study of this
nature can only be effective when programming is considered. Data submitted to this
committee at the one of our public hearings shows that the average per pupil expenditure
for a Ch. 42 exemplary school district is $6536. Without knowing more, thisfigureis
somewhat hollow.

(2) Professional Judgment
Created by James Guthrie and Richard Rothstein

This approach smply gathers school professionals together to discuss and reach
consensus on what inputs are needed for an adequate education and then they price those
inputs. If, for example, the professionals decide (based on research or experience) that
elementary class sizes of 15 is needed, they plug that in. If they decide that if there are so
many disadvantaged kids an extra classroom aide is heeded, they cost for that factor also.

(3) Econometric

Created by William Duncombe and John Yinger - very similar in theory with the Dana
Center's CEI study

This approach uses regression analysis (a statistical technique used to find relationships
between variables for the purpose of predicting future values) to identify a per-pupil
spending level that is sufficient to produce a given level of student performance. This
would take data from all districts or schools in a state and explicitly takes into account
socioeconomic factors associated with districts and schools. The research also accounts
for the varying purchasing power of the education dollar across districts. The findings
indicate what an adequate expenditure level would be for a district with the average
sociodemographic and student characteristics of the state; the spending level varies by the
level of student performance desired. This method also calculates district by district how
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much more or lessis required - because of such factors as special needs of students,
economies of scale, input prices, and even efficiencies.

They have developed a very sophisticated analytical technique to determine empirically
how much extra money schools should be provided when they face high-cost problems
that are beyond their control - like needy pupils and high wage costs.

(4) New American Schools M odel
Created by Allan Odden

Advocates basing school costs on popular, off-the-shelf models for school improvement.
Odden has "costed out” the expenses involved in all seven of the designs supported by
New American Schools, a private group based in Arlington, Va., that promotes
innovation in public schools, and calculated the investment needed to bring every school
district in the country up to the same spending levels.

All seven models start out with a basic staffing level of one principal and 20 teachers for
a school of 500 students. The design also calls for a full-time technology coordinator,
one art and one music teacher, an investment in computer technology and staff
development etc. etc. etc. The model then comes up with a price tag, not only for asingle
state, but to bring al schools across the country to this level.

This plan calls for more federal dollars into education.

Other States Embrace Adequacy

Over the last decade, many states have addressed the adequacy question, either on their
own accord or through the direction of their respective state Supreme Court. Here are a
few examples of states that have used the national models to frame the adequacy issue.

[linois (2001) - The Illinois Education Funding Advisory Board, which was charged with
producing a school finance report to the state legidature, including recommended
changes to the state's school finance system, used the Successful Schools Model. The
legislature wanted to re-evauate school funding in the state in light of the emergence of
testing and standards for Illinois schools and students. Prior to the study, Illinois was
spending $4,425 per student and the study recommended a funding level of $4,600 per
student (excluding at-risk students).

Louisiana (2001) - The Louisiana State Board of Education, as part of a statewide re-
evaluation of its foundation formula, conducted an adequacy review based onthe
Successful Schools Model.

Oregon (1997/2000) - The Oregon L egislature wanted answers to the following questions:
How much money do schools need, where is the money currently going, what are the
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performance results from education spending, are targets being met and is the state
properly fulfilling its obligation to provide a quality education for every student in
Oregon. The Legidlative Council on the Oregon Quality Education Model conducted a
study based on the Professional Judgment Model. The commission was composed of 23
educators, lawmakers, business leaders and parents. Prior to the study, Oregon was
spending $5,216 per student, and the study recommended increasing funding to $5762
per student.

South Carolina (2000) - In South Carolina, the School Boards Association wanted a
study of the cost school districts might face in complying with the requirements of the
Education Accountability Act of 1998. Using a Professional Judgment Model allowed the
School Boards Association to influence state policies on the implementation of state
standards and in the future debates on school finance.
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A-5. Proposal to the Joint Select Committee on Public School Finance
David Thompson, public member, Joint Select Committee on Public School
Finance

INTRODUCTION

The present system of public school finance in Texas is designed to produce precisely the
resultsthat it is currently producing. The present system is designed to capture the
capacity to raise revenue that is represented by the potential of the local ad valorem
property tax and bring that revenue into an equalized system. Stated another way, the
system is designed to produce a high level of equity at high local property tax rates.

This present structure has functioned reasonably well for nearly a decade. However,
serious structural problems are becoming evident that will result in significant harm to
our state's children, educators, and communities unless addressed by the Texas
Legidature. The most obvious problem is that, as more and more school districts
approach their maximum legal tax rates (in most cases, $1.50 for maintenance and
operations), the system simply doesn't work anymore. Since the present structure was
adopted by the Texas Legidature in 1993 and implemented in the 1993-94 school year,
theyield, in real dollars adjusted for inflation, of both the basic alotment and the
guaranteed yield have decreased. Consequently, school districts have raised rates to pay
for growth and inflation. Once districts reach their maximum tax rates, the system will
be out of capacity, and districts will have little choice but to reduce some existing
programs to pay for increased costs in other aress.

In spite of these significant problems, our current system is not broken. It is not
necessary to attempt to replace our local property tax system, which continues to be
strongly supported by most Texarns and which is closely linked to our concept of local
control of public education. What is needed are strategic adjustments that will alow our
system to grow over time, that will limit further shifts in overall support of public
education from the state to the local property tax, and that will meet current and future
legal requirements.

State revenues and local public school revenues are not B and cannot be B the same thing,
since the state cannot levy an ad valorem property tax. However, the state may rely, to
some extent, upon local public school revenues to achieve the state's purpose of
providing "a general diffusion of knowledge" through an "efficient” system. This shared
responsibility for a foundation program is afeature of the Texas system and most states
systems, and should be maintained.

In preparing this proposal, | have tried to take into consideration five values that are
important. Others may articulate these same concepts differently, but | believe that we all
support a system that is built upon the principles of equity, adequacy, efficiency, capacity
and legitimacy. Equity ssimply means, are we dividing available resourcesin afair way?
Adequacy means, do we have enough resources to accomplish the purpose that we intend?
Remember that Edgewood 1V seems to equate adequacy with "a general diffusion of
knowledge," which in turn is equated with the cost of an accredited program and must
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reflect changing times, needs, and community expectations. Efficiency means, are the
resources being used in a nonwasteful and productive way? Capacity means, does the
system have room to grow over time to meet inflation, the costs of new programs and
increased standards, such as the recommended high school curriculum, and
improvements in existing categories of expenditures, such as salaries and benefits?
Closdly related to the concept of capacity is the idea of some local discretion in raising
and spending local property taxes. Remember that Edgewood 1V cautioned that, if
districts lose the discretionto raise and spend local property tax funds for purposes
important to their communities, the system could become unconstitutional once more.
Finally, legitimacy means, is the system accepted and supported by those who are subject
to it? To date, our system has enjoyed great support from students, parents and taxpayers,
as witnessed by the overwhelming passage of large bond issuesin all parts of the state.
However, as more districts reach their legal tax limits and constituents see programs
reduced in their local schools while increases in property taxes only serve to save the
state money, legitimacy may become an issue.

Of these five values, the principal current problem islack of capacity. Any proposal to
revise the current system should be evaluated first to determine if it increases the capacity
of the system.

ASSUMPTIONS

For purposes of this proposal, | am assuming that, as Mr. Steve Smith testified at that
Committee's first meeting, the Texas system, with all of its complexity, accounts for
many of the variations between districts and students for which other states' systems do
not account. We should attempt to reduce only that complexity in our system that no
longer serves a useful purpose, while maintaining the complexity that legitimately
recognizes these differences.

Further, in terms of the level of funding that is necessary, | have not attempted to
calculate a number to use statewide as the cost per student of a constitutionally required
system. Rather, | have relied on a variation of the professional judgment model. |
believe that most unnecessary waste and inefficiency has been squeezed out of our
system in the past decade and that, for the most part, districts choose to spend those funds
that they believe are necessary to accomplish their educational mission and meets the
expectations of their communities. However, in addition to making necessary
adjustments immediately in the system, it may be useful to conduct a periodic study of
the cost of meeting the state's accreditation/accountability requirements, to ensure that the
"genera diffusion of knowledge" is provided in a system that also retains some
meaningful local discretion.

Finally, | have attempted to meet what | understand to be the legal requirements set by
the various Texas Supreme Court decisions, particularly Edgewood 1V. Thisdecision
represents not so much a shift or departure from earlier opinions, but rather an extension
or progression of those opinions. In particular, Edgewood 1V contains the Court's most
explicit and lengthy discussion of issues that are only broadly mentioned in previous
decisions, such as the level of funding that is necessary, the role of unequalized

80 Report of the Joint Select Committee on Public School Financeto the 78" Legislature



Exhibit — A-5

enrichment, and recapture of local property tax revenues. The Texas Legidature has not
comprehensively revised the system to reflect any of these issues that are discussed in

Edgewood IV.

PROPOSAL
With these assumptions in mind, | propose the following revisions to the existing Texas
public school finance system.

First, modify the system to operate as a one-tier system. While there may have been a
rational distinction between the two tiersin 1993-94, no such distinction exists today.
The two-tier approach only adds unnecessary complexity. Further, | propose using the
same definition of WADA in Tier 2asin Tier 1; apply the CEI to 71% of Tier 2 and
count transportation in Tier 2.

Second, revise the recapture mechanism. Edgewood IV suggests that recapture may be
both necessary and appropriate up to the level of "a general diffusion of knowledge," but
becomes less so at higher levels of tax effort. The present system gives a Chapter 41
district an incremental advantage at every penny of effort. | propose that, up to an
effective tax rate of $1.40, the equalized wealth level (or recapture level), trandated into
ayield per WADA, and the guaranteed yield level should be the same, so that there is no
difference between Chapter 42 and 41 districts up to that level of effort and there are no
"gap" districts. At effective tax rates above $1.40, | propose raising the equalized wealth
level as a Chapter 41 district approaches $1.50. In essence, as adistrict gets closer to its
legal taxing limits, it should be permitted to retain more of the property tax revenues that
it generates. Please note that this increase in the equalized wealth level at tax rates above
$1.40 could apply either to adistrict's total effective tax effort, not just to the incremental
effort above $1.40, or only to the incremental effort.

Third, | propose establishing statutory increases in the guaranteed yield level for afive-
year period for Chapter 42 districts. Such statutory increases will give districts stability
over time so that they are able to plan effectively. Further, consistent increases in the
guaranteed yield level should tend to push districts away from their legal tax rate limits,
thus keeping some capacity and discretion in the system over time.

Fourth, if the legidature does not appropriate funds for any school year for the statutory
increase in the guaranteed yield level, the maximum equalized wesalth level for that
school year, regardless of a Chapter 41 district's effective tax effort, would drop to the
wealth level per WADA that corresponds to whatever funding level for the guaranteed
yield level thet has been appropriated. For example, if the guaranteed yield level were
statutorily scheduled to increase from $32 per WADA to $33 per WADA, but the
legidature did not appropriate funds for this statutory increase, the maximum equalized
wedlth level would drop to $320,000/WADA, regardless of a Chapter 41 district's
effective tax effort. If the legislature subsequently appropriated funds for the statutory
increases in the guaranteed yield level, the maximum equalized wealth level would
increase as provided above.
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Fifth, |1 propose that the roll-forward each session of EDA be made automatic, so that a
true debt tier is created and all debt is covered.

Sixth, | propose that the new cost of education index (the salary and benefits model
recommended by the Dana Center) be adopted. Further, as discussed by the Committee,
a statutory mechanism should be created to base the CEI on arolling average of three to
five years data, so that the model stays reasonably current, but also changes gradually
over time as circumstances change. Also, the CEI should identify regional indices, in
addition to or instead of indices for each individual district.

Finally, | propose creating a new hold- harmless for all school districts. If adistrict is
taxing at a nominal tax rate of $1.50, it would be guaranteed the prior year's state and
local revenue per WADA, plus 3 to 5 percent to cover growth and education inflation.
This guaranteed increase would include, and would not be on top of, any increases in the
guaranteed yield level. Further, if adistrict received an adjustment in any year because
of any local option exemption, the amount of any such adjustment would not be
guaranteed under this hold- harmless.

CONCLUSION

Asyou may expect, the potential cost to the state of this proposal is significant. However,
any such increase in state aid is necessary to reverse the erosion of the state's share that
has occurred over the past decade and to recognize that the capacity of the local property
tax to generate additional revenues is approaching its limits. The basic framework is
simple: aone-tier approach to reduce unnecessary complexity; guaranteed funding levels
for at least five years, so that districts can plan effectively; increased recapture at lower
tax rates, but reduced recapture at higher rates; and, general protection for all districts as
they approach their legal tax rate limits, so that the state commits to be a true partner in
sharing the cost of public education and takes up the burden that local taxpayers can no
longer bear. | believe that this approach will increase the capacity of the system, will
provide stability over time, will provide immediate relief to all districts, and will
explicitly tie the future of Chapter 41 and Chapter 42 districts together.

Fellow Committee members, | appreciate and respect each of you for your long service
and commitment to improving our state's public school system. If you have any
guestions, or if | may provide additional information, please let me know.

Thank you.
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A-6. Proposal for Alternative Education Tax
David Thompson, public member, Joint Select Committee on Public School
Finance

| would like to propose for the Committee's consideration the creation of an alternative
education tax. Thistax would be imposed and collected at the state level, would be
dedicated to public education, and would be voluntary for individual taxpayers. Also, |
am assuming that it would be approved by the voters of the state in the form of an
amendment to the Texas Constitution.

We have heard repeatedly in the Committee that local ad valorem property taxes are too
high, that many districts are approaching their legal tax limits, and that the current system,
which relies so heavily on such taxes, is rapidly running out of capacity. | generally

agree with these sentiments. These problems must be addressed by the state. However, it
also has occurred to me that the property tax has one advantage compared to some other
existing and potential taxes for individual Texans -- at least it is deductible on federa
income taxes for individuals who itemize. | would like to propose the creation of a new
state tax that would be deductible, and that taxpayers could elect to pay instead of a
current nondeductible tax, namely, the state sales tax.

The Committee has heard testimony that Texas has one of the highest state sales taxes in
the United States, both in terms of its rate and in terms of the broadness of its base. For
an individual taxpayer, the state sales tax may be the highest, or one of the highest, state
taxes that he or she pays. As| understand it, this tax is completely nondeductible on
federal income taxes for individuals. Individuals did have such an exemption, but it was
eliminated, beginning in 1987. Efforts to restore the exemption have been made from
time to time at the federal level, but have not been successful. The state sales tax impacts
businesses somewhat differently than it impacts individuals. First, much business
activity is excluded from the sales tax. With regard to federal income taxes, if a business
pays a sales tax on capital items, it is my understanding that the business would normally
capitalize the tax along with the remaining portion of the purchase price, and that cost
would be depreciated or amortized over the life of the capital items. If a business paid
such atax on items that are normally expensed, such as supplies or taxable services used
in atrade or business, the tax would be deducted along with the cost of the items.

| am proposing the creation of a voluntary state personal income tax, based upon an
individua's adjusted gross income as reflected on his or her federal income tax return.
The obvious question is, why would anyone choose to pay a state personal income tax?

In my proposal, if a person elects to pay the voluntary tax, he or she would receive a
rebate of his or her state salestax. 1n essence, each taxpayer could choose to pay a
deductible tax instead of a nondeductible tax. Even if the aternative tax were for alarger
amount than the rebate of the nondeductible state sales tax, it still should be advantageous
to any taxpayer who itemizes.

Hereis an example. Assume ataxpayer with an adjusted gross income of $50,000 and
four dependents. Assume that thirty-three percent (33%) of the taxpayer's adjusted gross
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income is spent on items subject to the state salestax. Thus, at arate of 6.25%, the
taxpayer has paid $1031 in state sales taxes, on which the taxpayer already has paid
federal income taxes, since the sales tax is not deductible. Create a state personal income
tax at arate of 2.50%, applied to the same adjusted gross income of $50,000, for an
amount of $1,250. If theindividual elected to pay this aternative tax, the Comptroller
would rebate the state sales tax of $1031, for a net increase in funds to the state of $219,
or twenty-one percent (21%). However, the taxpayer would now be able to claim the
state personal income tax of $1,250 as a deduction on his or her federal income taxes.

Basicaly, every Texas taxpayer would pay either the current state sales tax or a personal
income tax, but no taxpayer would pay both. Each taxpayer would pay the tax that
worked best for him or her. If it is set up correctly, every taxpayer who itemizes on his or
her federal income tax return would benefit from paying the state personal income tax
and recelving a rebate on his or her state salestax. The aternative tax would be tied to
the economic prosperity of the state, and should grow over time as the wealth of
individualsincreases. Further, | understand that, nationally, about twenty-four percent
(24%) of al individual taxpayers itemize on their federal tax returns, while the
percentage in Texasis close to twenty percent (20%). There are many reasons for this
disparity. | believe that one significant reason is that Texas simply does not raise money
at the state level in away that encourages individuals to itemize. | anticipate that this
proposal would encourage more Texas taxpayers to itemize on their federal tax returns.

Severa assumptions underlying this proposal will need to be researched. For purposes of
the example above, | have used what | believe to be realistic estimates of the percentage
of adjusted gross income that is spent on items subject to the state salestax. | recognize
that this percentage will vary, depending upon the income of taxpayers and the number of
dependents. For example, individuals with lower adjusted gross incomes or more
dependents typically spend a greater percentage of that income on items subject to the
state sales tax. Thus, it would be necessary to develop a table of imputed sales taxes that
takes these various factors into consideration, similar to the tables that existed in federal
law for the deduction of such taxes for 1986 and prior years.

Probably the greatest single variable that will affect the amount of net state revenue that
this proposal will generate is the percentage of Texas taxpayers who itemize and who will
elect to pay the alternate tax in order to obtain the deduction on their federal income taxes.
| do not have the resources to make this judgment, but | can identify some of the factors
that will influence it. For any optional payment to be attractive to a taxpayer, it must be
relatively smple and direct, and the benefit must be relatively substantial and immediate.
In other words, if the net benefit to the individual were minimal and a taxpayer had to
wait an entire year to order to obtain it, most taxpayers probably would elect not to
pursue the aternate tax. One approach would be to make the aternate tax payable
anytime during a year, but only due on or before December 31st. Further, since taxpayers
would not know their adjusted gross income for the year on or before December 31st, |
suggest making the adjusted gross income that is used to compute both the sales tax
rebate and the aternate tax payment what is reflected on line 33 of ataxpayer's return for
the prior year. The rebate of state sales taxes would need to be fairly immediate, so that
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the taxpayer only bears the additional amount for a relatively short period of time, until
he or she files his or her federa income tax return on or before the following April 15th.

| believe that this proposal has several attractive features. Firgt, it aligns state tax policy
with federal tax policy. Stated another way, it keeps more of our state's taxes paid by
individuals who itemize in Texas helping to provide services to our children. Second, it
should be relatively straightforward administratively; it does not interfere with the
operation of the existing state sales tax system, nor does it affect the collection of local
optional sales taxes by the state on behalf of cities and other entities. Third, itistied to
an aspect of our state's economy that should grow over time, particularly as our citizens
become better educated and more productive. Fourth, even though this proposal should
raise substantial additional state revenues, from the perspective of an individual taxpayer
who elects to pay the alternative tax, it not only is at least "revenue neutral” in a broad
sense of the term, it actually should provide a benefit. Finaly, if ataxpayer has a
significant philosophical objection to the very idea of a state personal income tax, without
regard to whether or not he or she would benefit, that taxpayer may elect not to pay the
aternate tax.

For purposes of this proposal, | am making two further assumptions. First, although it
could be argued that a constitutional amendment is not required since this alternate tax
would be optional with each taxpayer, as a practical matter | am suggesting that a
constitutional amendment be placed before the voters for three reasons. first, to obtain
their approval; second, to address any ancillary statutory and/or constitutional issues
(such as, doesit create an "equal and uniform” problem for some taxpayers to pay one tax
and other taxpayersto pay an alternate tax), and; third, to establish any protections
necessary to avoid potential abuse of this alternate tax structure in the future. Also, I am
assuming that at least a letter ruling from the Internal Revenue Service would be
necessary, to assure individuals that the aternate tax really would be deductible from
taxpayers federa income taxes.

| appreciate the Committee's consideration of this proposal. | fully recognize that many
members of the Committee know far more about tax issues than | do, and | look forward
to suggestions to improve the concept. | also anticipate that the Comptroller's Office and
the Legidative Budget Board have substantial expertise that will be helpful. If thisisa
bad idea, | take full responsibility. If it isan ideathat has some merit, | know that many
others will have a greater role in its success than | will. As aways, thank you for your
leadership and personal commitment to the schools of Texas and the children that they
serve.
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Appendix B
Expert Testimony and Source M aterial

October 25-26

B-1.

Public School Finance Seminar

Facilities Financing Programs

David Anderson, Genera Counsel, Texas Education Agency

Joe Wisnoski, Assistant Commissioner for School Finance and Fiscal Analysis,
Texas Education Agency

B-2. The Texas Public School Finance System: An Outline Summary of Legal
Challenges and Constitutional Standards
Jeffrey S. Boyd, Deputy Attorney Genera for Litigation, Office of the Attorney
Generd
B-3. Funding K-12 Education
Steve Smith, Manager of NCSL’s National Center on Education Finance
January 24-25
B-4. Cost-of-Education Index Sudy
Harrison Keller, Project Director, University of Texas Charles A. Dana Center
Uri Treisman, Professor of Mathematics, University of Texas Charles A. Dana
Center
Lori Taylor, Principle Researcher, University of Texas Charles A. Dana Center
B-5. Texas School Finance and Real Estate Values
R. Macolm Richards, Director, Real Estate Certer, Texas A&M University
February 7-8
B-6. The Presentation to the Joint Committee on Public School Finance

John Connoly, Executive Director, Texas School Coalition and the South Texas
Coalition of Schools

Doug Otto, Superintendent, Plano ISD

Martin Pena, Executive Director, Texas School Coalition and the South Texas
Coalition of Schools

Roberto Zamora, Superintendent, La Joya ISD
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B-7. School Finance 2003: When Rising Costs Meet Capped Taxes
Pat Forgione, Superintendent, Austin ISD and President, Texas School Alliance

B-8. Funding Public Education
Dick Lavine, Fisca Analyst, Center for Public Policy Priorities

B-9. Issuesof Concernto Charter Schools
Christi Martin, Administrator, Association for Charter Educators

B-10. Financing the Public Schools of Texas. Some issues of Growth, Equity, and
Efficiency
Ray Perryman, President, Perryman Group

March 7

B-11. Presentation to the Joint Select Committee on Public School Finance
John McGeady, Legislative Budget Board
Robert Norris, Legidative Budget Board
John O’ Brien, Legidative Budget Board
Ursula Parks, Legidative Budget Board

B-12. Overview of the Property Tax Systemin Texas
Billy Hamilton, Comptroller of Public Accounts

Dan Wilson, Comptroller of Public Accounts
Tim Wooten, Comptroller of Public Accounts

April 3

B-13. Texas Taxes
James LeBas, Chief Revenue Estimator, Comptroller of Public Accounts

May 9

B-14. Keeping Up With School Costs: Is It a Tax Base Question?
John Kennedy, Senior Analyst, Texas Tax Payers and Research Association
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September 13

B-15. Education Finance Adequacy
Michael Griffith, Policy Analyst, Education Commission for the States

B-16. Project Proposal
Harrison Kéeller, Director, University of Texas Charles A. Dana Center

B-17. History of Cost Sudiesin Texas
Joe Wisnoski, Assistant Commissioner for School Finance and Fiscal Analysis,
Texas Education Agency

B-18. Kansas School Finance and Cost of a Suitable Education*

Dale Dennis, Deputy Commissioner, Kansas State Department of Education
*copies of this report are available upon request

Expert Source material

B-19. Per Capita Expenditures
Texas Education Agency

B-20. Tax Exemption and Tax Incidence
Texas Comptroller of Public Accounts
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B-1.

Public School Finance Seminar
Facilities Financing Programs

David Anderson, General Counsel, Texas Education Agency

Joe Wisnoski, Assistant Commissioner for School Finance and Fiscal Analysis,

Texas Education Agency

Public School Finance
Seminar

David Anderson
Joe Wisnoski

Big Picture of School Finance

The system is huge

# Annual state aid and local taxes
exceed $24 billion.

= 1% error in projecting state cost is
worth $220 million in a biennium.

= It takes large amounts to make
meaningful change in a system
this large.

Sources of Funds

Other s0.1

BondProceeds, 3.0

Local MEO Tax, $135
Federal s2.7

StteGR,$11

State Textbook, 506

State Foundation, 595
Local 185 Tax, $1.5

State Available, 50.9

2001-02 estimated, $34.4 B Total

Big Picture of School Finance

Wealth is tax base per student, not
absolute
= A penny of tax rate in Houston ISD
generates $6 million

= A penny of tax rate in Divide ISD
generates $2,165

# At $1.50 tax rate, Houston ISD
produces $4,775 per ADA

= At $1.50 tax rate, Divide ISD
produces $9,175 per ADA

Big Picture of School Finance

Almost all money in the system is
geared to overcome disparities in local
property values

Any change tends to impact the equity
of the system

Three Basic Variables

Number of Students
* More students increase state cost
+ Fewer students decrease state cost

Property Values
= Higher values save the state general revenue (GR)
« Lower values cost the state GR

Tax Rates
+ Higher tax rates increase state cost & local
budgets
+ Lower tax rates decrease state cost & local
budgets

Marginal (State) Cost of Students

System Guarantee of

$100/Student
! * [ * 6 * i - 5 Students x $100 =
$500

i * « Minus Local Tax
Collections ($300)
« State Aid $200

Add a Student

System Guarantee of

$100/Student
! * i * 6 * f * 6 Students x $100 = $600

* Minus Local Tax

i * f Collections ($300)
* « State Aid $300

The full cost of the additional
student is paid in state aid.
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Subtract a Student

System Guarantee of

$100/Student
4 Students x $100 = $400
nﬂ’n * Minus Local Tax
n Collections 300
« State Aid $100

The full cost of the departed
student is subtracted from state
aid.

Exhibit —B-1

Effect of Property Value Change

System Guarantee of

$100/Student
! * [ * ﬁ * f « 5 Students x $100 =
$500

i * « Minus Local Tax
Collections ($300)
« State Aid $200

- Property Value Increase

(More Local Tax Collections)

System Guarantee of

$100/Student

! * [ * 6 * ‘ « 5 Students x $100 =
$500

* * * Minus Local Tax
Collections ($400)
_ « State Aid . $100
The full increase in local collections is a
reduction in state aid (after a one-year
lag)

Reduction in Property Values
(Less Local Tax Collections)

System Guarantee of

$100/Student
! * [ * ﬁ * f « 5 Students x $100 =
$500
i * « Minus Local Tax
Collections ($200)

« State Aid .$300
The full decrease in local collections is
made up by state aid (after a one-year
lag)

M&O Tax Rates, Unequalized Enrichment

Instructional Facilities/Existing Debt Funding

Effective Tax Rate

< Recapture <
2 9( Unequalized Enrichment
< (no recapture of 1&S)
§ Inequalized Enrichmenf 2
c =
% [7)
¢ 5
3 =}
< [}
[ =2
> >
0 Chapter 46 Facilities Tax Rate ﬁ%io
ax
(limited to $0.0714 cents per biennium; may include
$0.86 M&O tax attributable to lease purchases)
Effective Tax Rate
School Finance — Poor School Finance — Middle Class District
District (Wealth between $300,000 and $258,100)
(Wealth under $258,100)
Ch. 46 $30.00
$30.00) (contingent on $26.00
appropriation) -
< $25.81]
3 $2581) S
£ 535/ 2
B bA g Tier | _ F
s $15 < g Local Enrichment
[3 o o
2 g <
]
$ Local Revenue g g
2 >
5
0 $0.86 $1.50 > 0 $0.86 $1.50

Effective Tax Rate
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92

Yield/Penny/WADA

Chapter 41 District
Wealth Greater Than $300,000

$35.0( —

Recapture
AEF

@
8
S

$25.8;
1&S

Local Revenue

0 $0.86 $1.50
Effective Tax Rate (a0 fare

Outlines of the Safe Harbor

85% of Students in Tier Il

= $600 revenue gap at $1.50 tax rate
(15%)

= 98% equalized revenue
= Facilities addressed
= Meaningful discretion to set tax rate

= Sufficient funds to meet Ch. 39
accountability system

Rules of Thumb for the FSP

= An increase of 1 student (enrolled) on
average raises the cost of the FSP/state aid
by about $5,500

- An increase of $1 billion in tax base generally
reduces state aid by about $15 million

- An increase in tax rate of 1¢ raises the total
Tier 2 amount by $132 million, and costs an
additional $46 million in state aid

Weights and Adjustments

« District level adjustments

= Cost of education index

= Small district, < 300 square miles
+ Small district, > 300 square miles
= Mid-size

= Minimum ADA

Weights and Adjustments

+ Program weights — “add-ons”
* Bilingual 0.10
+ Gifted/talented ~ 0.12
+ Compensatory  0.20 or 2.41

Weights and Adjustments

= Program weights — “FTE”

+ Career and technology 1.37
+ Special education
Homebound 50
Hospital Class 30
Speech Therapy 5.0
Resource Room, SelfContained
Mild/Moderate, Self
Contained Severe 30
OffHome Campus 27
Non-Public Day School 17
Vocational Adjustment 23
Care and Treatment 40
State School 28
Mainstream 11

77th Legislature
Major Formula Changes

Chapter 41— Wealth Equalization

= Guaranteed Level of $25.81 in 2001-
02

= Guaranteed Level of $27.14 in 2002-
03

= Equalized Wealth Level of $300,000 in
2001-02

« Equalized Wealth Level of $305,000 in
2002-03

= Gap aid

#

A district with wealth per weighted
student above $300,000 — the equalized
wealth level —must act to reduce
access to its tax base

Districts subject to Chapter 41 must
exercise at least 1 of 5 available options
or the commissioner of education
intervenes

Report of the Joint Select Committee on Public School Financeto the 78™ Legislature




r Chapter 41 - Wealth Equalization

Funding Rules

Exhibit —B-1

* Voluntary consolidation

« Detachment/annexation

* Purchase attendance credit from state
= Educate non-resident students

= Tax base consolidation

* Prior year property values

Effects of Value Growth

Funding Rules

j
_

$570M $627M $690M $690M $627M

* Prior year property values
+ Tax effort computation

= Biennial lag in recognizing tax
effort

= Pay on estimates / settle-up

= Pay if funds available (optional
homestead, value declines, value
protest effects)

R — = Facilities limits
- Exceptions Exceptions

*

Adjust prior-year property value for:

+ Declines in value for current year
greater than 4%

Exclusion of certain exemptions,
including captured appraised value in
TIF zones

Exclusion of half of optional homestead
if funds available

Natural or economic disaster

Tuition payment

Tax effort computation

= Excludes TIF zone taxes

= May be adjusted if significant taxpayer
withholds payment under protest

+ Tax credits under HB 1200

= Tax credits under service in lieu of
payment

Exceptions

Exceptions

* Full-year ADA, except:

+ Decline exceeding 2% due to military
base closure

+ Decline exceeding 2% not related to
military base closure

= Significant percentage of migrant
students

= Disasters, floods, extreme weather,
fuel curtailment, or other calamity

* Pay on estimates, except:

= District proves estimates are inaccurate
and cause financial hardship

= Property values are higher than
estimated and appropriations are
insufficient

= District tax effort expected to be less
than sufficient to reach Tier 2 ceiling
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Exceptions

# Chapter 41 Hold Harmless provision allows
certain districts to retain enough tax base
to produce the revenue per WADA the
district had in 1992-93 if $1.50 tax effort is
achieved

-

Discounts can affect final cost
= CAD cost shifting
= Efficiency credits

= Early agreement credits
= Tuition credits

Structural Issues — Formula Change

+ Complexity makes understanding the
system and predicting effects difficult

= Discrete consideration of individual
formulas tends be promoted by

winners, but also tends to overlook
losers

# Zero—sum mentality

Structural Issues— Equity’s Influence

= Defense of accountability
system (GI Forum lawsuit)

= Statewide desegregation order
(US v. Texas)

School Tax Levy and State Aid

1985 1987 1989 1991 1993 1995 1997 1999
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Facilities Financing Programs

David Anderson
Joe Wisnoski

Big Picture of Facilities Financing

Recent Bond Issue Activity

Percent of
Year Volume Texas Market
1998 $3,283,573,126 33.5%
1999 $3,907,129,307 34.3%
2000 $3,516,126,555 38.3%
2001 $4,405,923,463 34.4%

Source: Municipal Advisory Council, Texas Bond Reporter

2

Big Picture of Facilities Financing

Outstanding Bonded Debt
$20,953,043,916 as of FY 2000
Source: Bond Review Board

2000-01 Bonded Debt Service
$1,940,000,000
Source: Bond Review Board

Replacement Value of School Facilities
$40,000,000,000

estimated, based on current student counts
and 1992 inventory data on square footage

3

State Role in
Debt Service Equalization

Instructional Facilities Allotment

Application-based allotment for bonded debt
and lease purchase agreements that finance
construction of instructional facilities

Guaranteed yield approach to tax rate
equalization

First allotments in 1997-98
312 recipients in 2000-01
370 recipients in 2001-02

State Role in
Debt Service Equalization

Instructional Facilities Allotment

= Cost controlled by appropriation

+ Prioritization scheme
+ Wealth per ADA
+ Adjustment for student growth
+ Adjustment for lack of existing debt
+ Adjustment for denial of funding

= Biennial limit of $250 in debt service per

ADA, or $100,000 for districts with less than

400 ADA
5

State Role in
Debt Service Equalization

Instructional Facilities Allotment

State Aid Formula:

FYA = ($35 x ADA x BTR x 100)- (BTR x (DPV / 100))
Where:
# BTR is the bond tax rate, calculated by dividing the

districts tax collections for eligible debt by the property
value divided by 100.

a Beginning in 2001-02, tax collections could include taxes
collected in 1999-2000 or more recent years that were
not equalized by other formulas.

6

State Role in
Debt Service Equalization

Instructional Facilities Allotment

Funding History

Fiscal ‘Appropriation for

Year New Awards Awards Expended
1998 $200 M for both years $65M $ 65M
1999 $66 M $109 M
2000 $50 M in 2000 $50M $175 M
2001 $50 M in 2001 $50M $224 M
2002 $50 M in 2002 $50 M $245 M (partial)
2003 $50 M contingent in 2003

* Costs normally decline due to property value growth and debtschedules,
but yield increased in 2000.
7

State Role in
Debt Service Equalization

Existing Debt Allotment

Allotment for bonded debt with payments in
the 2000-01 school year

Guaranteed yield approach to tax rate
equalization

First allotments in 1999-2000
534 recipients in 2000-01
546 recipients in 2001-02
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State Role in State Role in
Debt Service Equalization Debt Service Equalization

Existing Debt Allotment Existing Debt Allotment

Operates as an entitlement

State Aid Formula

No application or prioritization
. . . .. EDA = ($35 x ADA x EDTR x 100)- (EDTR x (DPV / 100))
No restriction to instructional facilities
Limited by tax rate of $0.29 ($0.12 in 2003)

=EDTR is the existing debt tax rate, calculated by dividing

Equivalent to $1,015 of debt service the district's tax collections for eligible debt by the
property value divided by 100.

Where:

= Beginning in 2001-02, tax collections could include taxes
collected in 1999-2000 or more recent years that were
not equalized by other formulas.

9 10

State Role in Facilities Funding
Debt Service Equalization Problems and Issues

Insufficient access to IFA

Debt that doesnt fit in
* Ineligible for IFA

Existing Debt Allotment

Funding History

Cumulative + Above limits for EDA or IFA
5::?‘ Continuing Cost? = Small district facility replacement financing in IFA
2000 $444.6 M = Refunding transactions becoming ever more
2001 $4783 M complicated
2002 5228 M - Lga;e .purchase impact on Tier 2. .
o Jsiow " bienniumlescaiaing debtpropiem

*2003 is appropriated amount only, and reflects only a limit of $0.12. EDA biennial tax rate limit

11 12
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B-2  The Texas Public School Finance System: An Outline Summary of Legal
Challenges and Constitutional Standards
Jeffrey S. Boyd, Deputy Attorney Genera for Litigation, Office of the Attorney
Generd

CHRONOLOGY OF SIGNIFICANT EVENTSAND LEGAL
PROCEEDINGS

1949 Gilmer-Aiken Act

. First comprehensive overhaul of Texas school finance system.

. Created the Minimum Foundation Program (MFP) to equalize state
aid.

. Guaranteed minimum amount of funds per student, but did not
ensure adequate funding for minimum quality.

. Allowed local enrichment.

. Reduced total number of districts and provided for minimum

teachers salaries
. Funded 80% by state, 20% by local effort.

1971 Rodriguezv. San Antonio 1.S.D., 337 F.Supp. 280 (W.D. Tex. 1971).

. Intervening legislation encouraged districts to develop special
education programs with matching state funds, but only the
wealthier districts were capable of doing so, resulting in greater
inequality.

. Property-poor districts challenged system as violation of equal
protection (discrimination based on economic status).

. District court agreed, holding the system violated equal protection
guarantees of United States Constitution.

1973 Rodriguez v. San Antonio 1.S.D., 411 U.S. 1, 93 S.Ct. 1278 (1973).

. U.S. Supreme Court reversed, finding state system bore rational
relationship to furthering state goals of providing minimum
education while encouraging local control.
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1989 Edgewood | (Edgewood |.S.D. v. Kirby) 777 SW.2d 391 (Tex. 1989)

(Mauzy, J.).

Intervening legislation (1975) renamed M FP to Foundation School
Program (FSP), created second tier of financing to provide more
state money to poorer districts.

Property-poor districts challenged inequity in funding under Texas
Constitution. Trial court found system violated Texas Constitution;
court of appeals reversed.

Facts (as recited by Supreme Court):

#

FSP “attempts to ensure that each district has sufficient funds
to provide its students with at least abasic education” by
distributing aid “according to a complex formula such that
property-poor districts receive more state aid than do
property-rich districts.” Id. at 392.

Two-tiered FSP provided for:

(1) Basic Allotment per “weighted student in average
daily attendance” (WADA) for districts that tax at
minimum rate, funded with state and local revenue;
plus

(2) Guaranteed Yield (or Equalized Enrichment) per
WADA for each cent above the Tier 1 minimum rate,
funded by the state.

But the FSP “does not cover even the cost of meeting the

state-mandated minimum requirements,” and does not

provide for facilities or debt service. Id.

Because of “glaring disparities in the abilities of the various

school districts to raise revenues from property taxes,” the

“property-rich districts can tax low and spend high while the

property-poor districts must tax high merely to spend low.”

Id. at 392-93.

Governing legal standard: Tex. Const. art. VII, § 1.

“A general diffusion of knowledge being
essential to the preservation of the
liberties and rights of the people, it shall
be the duty of the Legislature of the State
to establish and make suitable provision
for the support and maintenance of an
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efficient system of public free schools’
(emphasis added).

Supreme Court holdings:

#

Plaintiffs’ challenge is not a“political question” outside the
courts’ jurisdiction. “If the systemisnot ‘efficient’ or not
‘suitable,” the legidlature has not discharged its constitutional
duty and it isour duty to say so.” Id. at 394 (emphasisin
original).

“Efficient” means “the use of resources so as to produce
results with little waste;” and those who drafted and ratified
art. V11, 8 1 “never contemplated the possibility that such
gross inequalities could exist within an ‘efficient’ system.” 1d.
at 395. They instead “stated clearly that the purpose of an
efficient system was to provide for ageneral diffusion of
knowledge.” Id. at 396.

The system “is neither financialy efficient nor efficient in the
sense of providing for a‘general diffusion of knowledge’
statewide, and therefore it violates article VI, section 1 of the
Texas Congtitution.” Id. at 397.

Under an “efficient” system, “districts must have
substantially equal access to similar revenues per pupil at
similar levels of tax effort.” 1d.

Efficiency does not mean “that local communities would be
precluded from supplementing an efficient system established
by the legislature; however any local enrichment must derive
solely from local tax effort.” Id. at 398.

1991 Edgewood Il (Edgewood |.S.D. v. Kirby) 804 S\W.2d 491 (Tex. 1991)
(Phillips, C.J.).

Report of the Joint Select Committee on Public School Financeto the 78" Legislature

Intervening legislation: Responding to Edgewood I, the 71st
Legislature in 1990 adopted SB 1 with the goal of ensuring fiscal
neutrality (similar yield for similar tax rates) among the districts
having at least 95% of students. SB 1 required biennial studies to
detect gaps among those districts, to be followed by adjustmentsin
funding to address the gaps. But otherwise maintained the basic
system (2-tiered FSP with basic allotment and guaranteed yield),
while excluding the wealthiest five percent of the districts.

Supreme Court held: System is still unconstitutional.
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SB 1 does not “remedy the major causes of the wide
opportunity gaps between rich and poor districts.”

# “To be efficient, afunding system that is so dependent on
local ad valorem property taxes must draw revenue from all
property at a substantially similar rate.” 1d. at 496.

# Notes that “[t]he question of local enrichment continues to be
controlled by this Court’s opinion in Edgewood I.” Id. at 495
n.11.

# Suggests as possible remedies changing district boundaries,
state/local funding allocations, consolidation of districts,
consolidation of tax base.

# On Rehearing: “Once the Legislature provides an efficient
system in compliance with article VII, section 1, it may, so
long as efficiency is maintained, authorize local school
districts to supplement their educational resourcesif local
property owners approve an additional local property tax.” Id.
at 500.

1992 Edgewood I11 (Carrollton-Farmers Branch 1.S.D. v. Edgewood |.S.D.),
826 S.W.2d 489 (Tex. 1992) (Gonzalez, J.).

. Intervening legislation: The 72nd Legislature (1991), through HB
351, established 188 County Education Districts (CEDs), most
consisting of districts within asingle county, with sole duty to levy,
collect, and distribute property taxes.

# Required them to levy ad valorem taxes.
# Set the specific rate for such taxes.
# Directed how proceeds would be distributed.

. Districts and students sued, asserting that HB 351, inter alia

# levies a state ad valorem tax in violation of Tex. Const. art.
VIII, 8§ 1-e (“No State ad valorem taxes shall be levied upon
any property within this State.”).

. Supreme Court held HB 351 creates an unconstitutional state ad
valorem tax.

# “If the State mandates that atax be levied, sets the rate, and
prescribes the distribution of the proceeds, the tax is a state
tax, regardless of the instrumentality which the State may
choosetouse.” Id. at 500
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# “An ad valorem tax is a state tax when it isimposed directly
by the state or when the state so completely controlsthe levy,
assessment and distribution of revenue, either directly or
indirectly, that the authority employed is without meaningful
discretion.” Id. at 502.

# “How far the State can go toward encouraging a local taxing
authority to levy an ad valorem tax before the tax becomes a
state tax is difficult to delineate. . . . Each case must
necessarily turn on its own particulars. Although parsing the
differences may be likened to dancing on the head of apin, it
is the Legislature which has created the pin, summoned the
dancers, and called the tune. The Legislature can avoid these
constitutional conundra by choosing another path altogether.”
Id. at 503.

. Justice Cornyn, joined by Justice Gammage, concurred and
dissented

# “An ‘efficient’ education requires more than elimination of
gross disparitiesin funding; it requires the incul cation of an
essential level of learning by which each child in Texasin
enabled to live afull and productive life in an increasingly
complex world.” 1d. at 525-26.

# “[T]he Legislature should forthrightly embrace the equally
difficult issue of how the educational dollar in Texasis spent.
A focusonresultsis required by the court’s opinionsin
Edgewood | and Edgewood |1, and requires the legislature to
articulate the requirements of an efficient school systemin
terms of educational results, not just in terms of funding.” Id.
at 527.

1995 Edgewood IV (Edgewood |.S.D. v. Meno), 917 SW.2d 717 (T ex. 1995)
(Cornyn, J.)

. Intervening legislation: The 73rd Legislature (1993), through SB 7,
created the current system, involving:
# Tier 1 basic allotment ($2300 per student in ADA) to those
districts that tax at an M& O rate of at least 86 cents.
# Tier 2 guaranteed yield (equalized enrichment) of $20.55 per
WADA for each additional penny up to a cap of $1.50.
# Cap on each district’s taxable property per student ($280,000).
- Districts exceeding the cap must choose to (1)
consolidate with another district; (2) detach property;
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(3) purchase ADA credits; (4) contract to educate non
resident students; or (5) consolidate tax bases with
another district.

- If district fails to choose by deadline, State must (1)
detach property and annex it to another district; or (2)
consolidate the district with one or more others.

Poor and wealthy districts sued. Supreme Court upheld system,
holding, inter alia,

#

“[A]n efficient system does not require equality of accessto
revenue at all levels.” Id. at 729. “[U]nequalized local
supplementation is not constitutionally prohibited.” Id. at 730.
The Legislature equates a “general diffusion” with the
provision of an accredited education. “Efficiency” requires
substantially equal accessto funding up to the legislatively
defined level that achieves a general diffusion of knowledge—
that is, “substantially equal access to the funds necessary to
provide an accredited education.” Id. at 730 & n.9.
Efficiency does not prohibit allowing districts to generate
additional funds (local enrichment) by taxing higher than
$1.50: “Once all districts are provided with sufficient revenue
to satisfy the requirement of a general diffusion of knowledge,
allowing districts to tax at arate in excess of $1.50 creates no
constitutional issue. Districts that choose to tax themselves at
a higher rate under these laws are, under this record, simply
supplementing an already efficient system.” Id. at 733.

The $1.50 cap on M& O rates does not result in an

unconstitutional ad valorem tax:

- Although the system imposes both a minimum (86
cents per $100) and a maximum ($1.50 per $100), and
thuslimitsthe districts' discretion, it does not remove
al discretion. Id. at 737.

- Although the system encourages districts to tax at the
maximum rate, it does not require that they do so. Id.
at 738.

- But future economic changes could remove all
discretion, resulting in state ad valorem tax: “If the
cost of providing for a general diffusion of knowledge
continuesto rise, asit surely will, the minimum rate at
which adistrict must tax will also rise. Eventualy,
some districts may be forced to tax at the maximum
allowable ratejust to provide a general diffusion of
knowledge. If acap on tax rates were to becomein
effect a floor aswell as a ceiling, the conclusion that
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the Legislature had set a statewide ad valorem tax
would appear to be unavoidable because the districts
would then havelost all meaningful discretionin
setting thetax rate.” Id. at 738.

# Efficiency requires substantially equal access to facilities
funding necessary for a general diffusion of knowledge, but
evidence in this case does not demonstrate inefficiency yet.
Id. at 746.

2001 West-Orange Cove Consolidated |.S.D. v. Nelson, Cause No. GV 1-00528,
250" Judicial District Court, Travis County, Texas (McCown, J., July
24, 2001) (Appeal pending: Cause No. 03-01-00491-CV, Third Court of
Appeals).

. Intervening legislative changes:
# Basic allotment increased from $2300 to $2387 (1995), $2396
(1997), then $2537 (1999).
# Guaranteed Yield increased from $20.55 to $21.00 (1995),
$24.70 (1999), $25.81 (2001), $27.14 (2002).
# Equalized Wealth Level increased from $280,000 to $295,000
(1997), $300,000 (2001), $305,000 (2002).
# Facilities:
- 1995: $170 million Facilities Assistance Grant
Program
- 1997: $200 million Instructional Facilities Allotment
guaranteed-yield program
- 1999: Existing Debt Allotment
# Other 2001 changes:
- gap funding adjustment for 37 districts who do not get
Tier 2 funds but are not wealthy enough to be subject
to Chapter 41
- adjusted ADA if > 2% annual decline
- broadened eligibility for compensatory education
program

. Wealthy districts sued, alleging they have lost all discretion in
setting M& O rates; they are or soon will be at the $1.50 cap, and
thus seek declaration that the system creates an unconstitutional state
ad valorem tax.

. Defendants sought dismissal for lack of ripeness, asserting (1) no

pleading or evidence that all districts have to tax at $1.50 (2) no
pleading or evidence that plaintiffs have to tax at $1.50; (3) no
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pleading or evidence that any district must tax at $1.50 to provide a
general diffusion of knowledge/accredited education.

. Tria court dismissed, finding:

# For ad valorem case to be ripe, the system must require a
“gsignificant number of districtsto tax at the cap, something
approaching or exceeding half the districts.”

- Only 19% tax at $1.50; 81% do not (two plaintiffs do
not).

- Only 12% of those that don’t grant optional exemption
areat $1.50.

# “If the tax were a state ad valorem tax, the court would have
to strike down the tax, not the cap, which would create a
crisisin Texas. One must be careful for what one prays.”

# “The property-rich districts have candidly said to the court
that the L egislature wants the court to force the Legislature to
do the right thing and raise taxes. Regardless whether thisis
true and regardless whether it would be good for education, it
would do great harm to our democracy. Such anillegitimate
course of action would weaken both the judicia branch and
the legidlative branch. . . . If the Legislature has not spent
enough, then the citizens will say so in their own time and
order increased funding for education from the voting booth.
An order to spend more from the citizens would be both
legitimate and effective. The court fears that an order to
spend more from the judiciary would be neither.”

2001 Hopson v. Dallas|.S.D., Cause No. 01-2750-G, 134™ Judicial District
Court, Dallas County, Texas.

. Taxpayers sued districts in which they live, alleging (1) system
Imposes state ad valorem tax in violation of Tex. Const. art. VIII §
1-e; (2) use of WADA in determining equalized wealth level in
Chapter 41 violates Tex. Const. art. VIII 8§ 1-a(mandating equal and
uniform taxation).

. Defendant Irving 1.S.D. filed third-party petition against
Commissioner of Education.

104 Report of the Joint Select Committee on Public School Finance to the 78" Legislature



B-3. Funding K-12 Education
Steve Smith, Manager of NCSL’s National Center on Education Finance

Overview

® Revenue and Funding Structures

® Digtribution of Funds

Thorough, Efficient, and Equitable Systems

® |itigation Surrounding Education Finance

Where Does the Money Come From? State Funding

® State Funding is Approximately 48% of Total Funding
— Genera Fund
» Sales tax, State income tax
* 25 - 40% of a State Budget
» Single Largest Item
— Lottery
* Questions concerning dependability
— Education Trusts
» Seem to be Growing in Popularity

® Local Funding is Approximately 45% of Total Funding
— Property Tax is Largest Revenue Source
— Other Local Revenue Sources
» Loca Sales Tax
* Local Income Tax
* Fees
— Growing Interest in Reducing Dependence on Local Property Taxes

® Federa Funding is Approximately 7% of Total Funding
— Title | is Largest Expenditure
» Over $8 Billion Dollars Targeted for At-Risk Students
— IDEA Grants (Specia Education)
 Nearly $6 Billion Dollars Now Allocated, (Only $3 Billion in 1996-97)
* Full Funding?

Michigan Experience

* Prior to 1994-95 School Y ear Michigan Education was 80% Locally Funded and 20%
State Funded

¢ |nJuly 1993, the Legidature Eliminated Loca School Property Taxes, Reducing by
Nearly $7 Billion the Annua Funding for Michigan's Public Schools
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Offered Voters Two Solutions to Make up the $7 Billion Dollar Shortfall
Voters Chose Option that:
— Increased State Sales Tax from 4% to 6%
Created a 6 mil State Property Tax on Homestead and Nort Homestead Property
— Prior to Passage Average Homestead Mileage Rate in the State was 34
Created a 12 mil Local Property Tax on Non-Homestead Property
Reduced State Income Tax from 4.6% to 4.4%

Increased Tobacco Taxes
— From 25 centsto 75 cents per pack of cigarettes
— 16% tax on other non cigarette products

New System Worked Well Through 1990’'s, However People are Nervous Now.

Minnesota Experience
Ensuring Equity of Taxation at the Local L evel

Taking Wealth Into Account With Use of Property Taxes

In Connecticut they Weigh Per Capita Income and Median Household Income at 50%
each to Determine the Wedlth of aDistrict.

This “Wealth Indicator” is then Compared to the Wealthiest District in the State, and
the Property Vaue for the District is Reduced Accordingly.

For Example: If District A is at 90% of the Wealthiest District on the Wealth Indicator,
They will have There Property Vaue Reduced 10% in the State Funding Formula.

Homestead Exemptions
In Louisiana there is a $75,000 homestead exemption, and the tax value of property in
the state is somewhat low compared to what homes actually sell for. Thisresultsin
minimal property tax revenues across the state. The funding of education is based on
state income tax and state sales tax.

Circuit Breaker:
In Vermont property taxes are capped at a certain percentage of an individuals income.
This “circuit breaker” is used in order to address the situation where you may have a
retired person who has lived in the same house for 50 years, and their neighborhood
has had dramatic appreciation.

How isthe Money Distributed?

State Aid
— All States Provide Funding for Education Through Finance Formulas and/or
Categorical Funds
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— All but North Carolinaand Hawaii Require Local Support in Order to Receive
State Funding
« Hawaii is a State Run System
 North Carolina Allows Districts to Supplement State Aid but it is not Required

® Those States that Require a Certain Local Effort Usually Have a Foundation Program
— Foundation Program

* Created to “Equalize’ Districts Ability to Pay

» The Foundation Level isaMinimum Amount the State Feelsis Required in
Order to Provide an Adequate Education

» Therefore, the State Requires Each School District to Levy a Certain Millage
Rate and the State Will Provide the Difference Between the Generated Local
Share and the Foundation Level

Variations Within Foundation Programs
While Many States Require a Minimum Percentage for Participation, Some States
Have Also Set a Limit on the Maximum

® Some States Have Recaptured Local Funding if The Local Required Effort is Greater
than the Foundation Level

What is the Best Foundation Funding System that is Equitable but Also Allows Local
Decision Making?

Adjustmentsto Foundation L evel

Student Needs: Many States Multiply the Foundation Level by a Weight for Certain
Classifications of Students
— For Example:

* Foundation Level = $5,000

o At- risk Weight = 1.2

» Funding Level = $6,000 for At-risk Students
Geographical Differences:

— Some States also Provide Sparsity Adjustments and Cost of Living Adjustmentsto
the Foundation Level.

Funding for Facilities
Nationally estimates range from $100 Billion to over $300 Billion needed for School
Facilities
11 States Subsidize, Reimburse, or Match Local Funding for Construction Projects

12 States use a Formula for Determining the Amount of State Funding Each District
Receives

6 States Have Established a New Agency to Oversee School Construction.

® 5 States Provide Low-Interest Loans for Low-Income School Districts to Help Support
Their School Construction Efforts
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* 4 States Require the Governor and the state Legisature to Approve all School
Construction Projects Prior to State Funding Being Made Available

® Are Federal Resources Being Accessed Sufficiently?

Special Education Funding

® Four Magjor Distribution Systems
— Pupil Weighted System - New Y ork, Florida
— Reimbursement System - Michigan, Idaho
— Census Based/Flat Grant - Colorado, Vermont
— Resource Based - Virginia, Tennessee

Strengths and Weaknesses
Pupil Weighted System:
Strength - Ensures Extra Funding for Each Student
Weakness - Incentive for Misclassification of Students
Reimbursement System:
Strength - Remove Local Burden
Weakness - No Incentive for Efficiencies
Census Based System:
Strength - Simplicity
Weakness - Does not take District Variations into Account
Resource Based:
Strength - Have specified number of personnel
Weakness - What about other costs beyond personnel

Medicaid Funding Fully Accessed?

INCENTIVES AND SANCTIONS
e 27 States Publicly Categorize or Rank School/Districts
¢ Over 30 States Reward Schools and/or School Districts (16 provide Monetary
Incentives)
— If Monetary Rewards are Used, How Much Should They Be, and What Should
They Be Based On?
¢ QOver 30 States Sanction Schools and/or Districts (5 States Allow the Withholding of
Funds)
— What Appropriate Sanctions Should Be Put in Place, Additional Funds, Technical
Assistance, State Takeover?

Financial Reporting and Best Practices

* New Requirements from the Government Accounting and Standards Board (GASB)
— Implemented from 2002-2005
— Will Allow More Detailed Analysis of Expenditures
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State Responsibility to Identify Best Practices
— Best Financial Management Practices used in Florida
— Best Teaching Practices

Determining the Foundation Level
Numerous Ways States Determine Foundation Level
— Pupil- Teacher Ratios and Salary Levels
— Actual Spending of the Districts
— Inflation-Related Increase Over a Prior Year's Level
— How Much the Legidature is Willing and Able to Spend

Should Foundation Levelsand a“ Thorough and Efficient Level” be the Same?
If Yes, How can a*“Thorough and Efficient” Level of Funding be Defined?

Thingsto Consider in Regard to a Thorough and Efficient System
How Do you Define “Thorough and Efficient”?
How Much Does a “ Thorough and Efficient” System Cost?
Where Does the Money Come From to Provide Such a System?
How Do Y ou Distribute the Money in an Equitable Manner?

Why is Defining a “ Thorough and Efficient” (I.E. Adeguate System) an |ssue?

AFTER A NATION AT RISK (MID-'80s), STATES IDENTIFIED NUMEROUS
WAY S TO STRENGTHEN EDUCATION DELIVERY SYSTEMS (LONGER
SCHOOL DAY, LONGER SCHOOL YEAR, SMALLER CLASS SIZE, HIGHER
PAID STAFF, ETC.)

SCHOOL FINANCE LITIGATION HAS FOCUSED ATTENTION ON
ADEQUACY:

DO AVAILABLE RESOURCES ASSURE THAT STUDENTS CAN FULFILL
STATE CONSTITUTIONAL EXPECTATIONS?

Why is Adequacy an |ssue?

STANDARDS-BASED REFORM IMPLIES AN INTEREST IN THE ADEQUACY
OF FUNDING

THE STATE'SROLE ISTO SPECIFY PERFORMANCE STANDARDS,
MEASURE WHETHER THEY ARE BEING ACCOMPLISHED, AND HOLD
STUDENTS, TEACHERS, SCHOOLS, AND/OR SCHOOL DISTRICTS
ACCOUNTABLE FOR RESULTS

ONE IMPLICATION ISTHAT SUFFICIENT RESOURCES NEED TO BE IN
PLACE TO THINK THAT SCHOOL DISTRICTS COULD BE SUCCESSFUL
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* MOST STATES USE SOME FORM OF A FOUNDATION PROGRAM TO
ALLOCATE STATE SUPPORT, WHICH REQUIRES THAT A FOUNDATION
LEVEL BE SPECIFIED

« THE FOUNDATION LEVEL -- OR BASE COST -- SHOULD HAVE SOME
“MEANING”

* IN MANY STATES, THE FOUNDATION LEVEL ISSET TO SPEND ASMUCH
ASTHE LEGISLATURE ISWILLING TO PROVIDE

« THE MEANING SHOULD BE IN TERMS OF THE EXTENT OF SERVICES
THAT CAN BE PROVIDED OR THE LEVEL OF PERFORMANCE THAT CAN
BE ACHIEVED

ALTERNATIVE WAYSTO ADDRESSBAS C ADEQUACY
« THE FUNDAMENTAL PROBLEM ISTHAT THERE ISNOT AN EASILY
UNDERSTOOD STATISTICAL RELATIONSHIP BETWEEN STUDENT
PERFORMANCE AND PER PUPIL SPENDING

* |F THERE WERE, POLICY MAKERS COULD GRAPH THE RELATIONSHIP
AND USE IT TO SPECIFY EITHER HOW MUCH MONEY WOULD BE NEEDED
TO REACH A CERTAIN LEVEL OF PERFORMANCE OR HOW MUCH
PERFORMANCE COULD BE ATTAINED AT A GIVEN LEVEL OF RESOURCES

« THEREFORE, POLICY MAKERS NEED TO DEVELOP A RATIONAL WAY TO
LINK PERFORMANCE TO SPENDING

ALTERNATIVE WAYS TO ADDRESS BASIC ADEQUACY
* SEVERAL APPROACHES HAVE BEEN DEVELOPED IN THE LAST FEW
YEARS TO DO THAT BY DETERMINING AN ADEQUATE FOUNDATION
LEVEL
— PROFESSIONAL JUDGEMENT
— SUCCESSFUL SCHOOL DISTRICT (OR SCHOOL)
— WHOLE-SCHOOL MODEL (FOR EXAMPLE, NEW AMERICAN SCHOOLS
OR EDISON)
— COMPLEX STATISTICAL APPROACH

* THE PROFESSIONAL JUDGEMENT APPROACH ASSUMES THAT
EXPERIENCED EDUCATORS CAN SPECIFY THE RESOURCES OF
PROTOTY PE SCHOOLS GIVEN WHAT STUDENTS ARE EXPECTED TO
ACCOMPLISH AND THAT THE COST OF THOSE RESOURCES CAN BE
DETERMINED.

SUCCESSFUL SCHOOL DISTRICT (OR SCHOOL)
* THE SUCCESSFUL SCHOOL DISTRICT APPROACH ASSUMES THAT A
BASIC COST CAN BE CALCULATED BY EXAMINING THE BASIC
EXPENDITURES (TOTAL LESS SUPPLEMENTAL SPENDING FOR SPECIAL
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EDUCATION, AT-RISK PUPILS, TRANSPORTATION, ETC.) OF SCHOOL
DISTRICTS THAT MEET STATE PERFORMANCE STANDARDS.

Whole School Approach

* ASSUMESTHAT THE COST OF THOSE APPROACHES CAN BE
DETERMINED AND THAT THEY PRODUCE SATISFACTORY RESULTS

What States Are Using

« A FEW STATESHAVE USED EITHER THE PROFESSIONAL JUDGEMENT OR
THE SUCCESSFUL SCHOOL DISTRICT APPROACHES — NO STATESHAVE
ACTUALLY USED THE OTHER APPROACHES TO DETERMINE A
FOUNDATION LEVEL ALTHOUGH THEY HAVE BEEN USED TO STUDY THE
ISSUE.

Successful School District Framework
« THE SUCCESSFUL SCHOOL DISTRICT APPROACH PROVIDES A
FRAMEWORK FOR MAKING A SERIES OF DECISIONS ABOUT THE
CHARACTERISTICS OF THE SCHOOLS WHOSE BASIC EXPENDITURES
WILL BE EXAMINED. FOR EXAMPLE, THE FOLLOWING KINDS OF
DECISIONS NEED TO BE MADE:

- HOW WILL SUCCESS BE DETERMINED (ABSOLUTE STANDARD,
CHANGE OVER TIME, OR RELATIVE STANDARD)?

- WILL ALL SUCCESSFUL DISTRICTS BE EXAMINED OR ONLY THOSE
THAT HAVE PARTICULAR CHARACTERISTICSIN TERMS OF SIZE,
WEALTH, PROPORTION OF PUPILS FROM LOW INCOME FAMILIES, ETC.?

- WILL EFFICIENCY BE CONSIDERED IN ANY WAY (ONLY LOOK AT
RELATIVELY LOW SPENDING DISTRICTS OR DEVELOP A WAY TO
MEASURE EFFICIENCY)?

THE NEED TO DEAL WITH OTHER COST PRESSURES
* AFTER A BASE COST, OR FOUNDATIONLEVEL HAS BEEN DETERMINED,
IT ISNECESSARY TO DEVELOP A SET OF MODIFICATIONS TO THAT
FIGURE IN RECOGNITION OF COSTS ASSOCIATED WITH SUCH THINGS AS

SPECIAL EDUCATION, AT-RISK PUPILS, SIZE, GEORGRAPHIC
DIFFERENCES, ETC.

* FARLESSISKNOWN ABOUT HOW TO MAKE THESE ADJUSTMENTS.

THE NEED TO DEAL WITH OTHER COST PRESSURES
» SOME STATES USE PUPIL WEIGHTS THAT REFLECT THE RELATIVE COST
OF PROVIDING CERTAIN KINDS OF SERVICES (FOR EXAMPLE, IF A PUPIL
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ISWEIGHTED AT 2.3, THE COST OF SERVING THAT PUPIL IS2.3 TIMES
THE COST OF SERVING A PUPIL WITH NO SPECIAL NEEDS.

* OTHER STATES REIMBURSE DISTRICTS FOR SOME PORTION OF THE
COSTSTHEY INCUR IN PROVIDING SERVICES.

THE NEED TO DEAL WITH OTHER COST PRESSURES
* OTHER STATES SUPPORT A PARTICULAR SET OF SERVICES FOR
DISTRICTS THAT MEET ELIGIBILITY REQUIREMENTS (FOR EXAMPLE, BY
PROVIDING FUNDS TO REDUCE CLASS SIZE IN DISTRICTS IN WHICH A
SPECIFIC PROPORTION OF PUPILS COME FROM LOW INCOME FAMILIES).

« THE LEVELS OF FUNDING COULD BE SET USING THE PROFESSIONAL
JUDGEMENT APPROACH (IN THE CASE OF PARTICULAR PROGRAMYS).
THE SUCCESSFUL SCHOOL DISTRICT APPROACH PROBABLY WOULD NOT
WORK FOR PARTICULAR PROGRAMS

The Future

e STATES ARE GOING TO CONTINUE BUILDING EDUCATION
ACCOUNTABILITY SYSTEMS.

e ASA RESULT OF THAT IMPETUS, AND OTHER FACTORS SUCH AS
LITIGATION, THE STATES ARE GOING TO HAVE TO ADDRESS THE ISSUE
OF ADEQUACY.

e TO SOME EXTENT, ADDRESSING ADEQUACY WILL RESOLVE THE EQUITY
ISSUE THAT HAS FACED STATES FOR A CENTURY.

e THEABILITY TO ADDRESS THE ADEQUACY ISSUE WILL IMPROVE AS
MORE INFORMATION BECOMES AVAILABLE ABOUT STUDENT
PERFORMANCE AND ABOUT SCHOOL SPENDING.

School Finance Litigation
® Adequacy is The Mgjor Issue
— Standards Based Movement and Accountability System Have Influenced Move to
Adequacy
— Courts are Saying Inequities are Legal as Long as they are Above Certain Level
— Courts Appear Less Open to Argument That Education Funding is Prerogative of
the Legislature
* New York and Wyoming Decisions
— What Revenue Structure System is Constitutional
* New Hampshire, Vermont
* Increasing Number of Plaintiffs are Seeking Changes to Only a Few Districts and/or
Specific Components of the System
— Connecticut Case for Desegregation
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— Funding for Capitol Outlay is Being Challenged
* Arizona, Colorado, Alaska
* State Responsible for Funding Pre-K?

— North Carolina Court Found that the State Was Responsible for Providing Pre-K
Education to At-risk Children
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Harrison Keller, Project Director, University of Texas Charles A. Dana Center
Uri Treisman Professor of Mathematics, University of Texas Charles A. Dana
Center
Lori Taylor, Principal Researcher, University of Texas Charles A. Dana Center

A Study of Uncontrollable Variationsin the Costs of Texas Public Education
Summary of Findings

This report fulfills the request of the 76th Texas Legidature for the Charles A. Dana Center, in
coordination with the Comptroller of Public Accounts, “to conduct a study of variations in known
resource costs and costs of education beyond the control of a school district” and to “make
recommendations to the 77th Legidature as to methods of adjusting funding under Chapter 42,
Education Code, to reflect variations in resource costs and costs of education.” The Dana Center
was directed to perform this work with the assistance of the Texas Comptroller of Public
Accounts, the Texas Education Agency, and Texas A& M University, and to submit
recommendations to the legidature by November 1, 2000.

This report includes

abrief history of educational spending adjustments, including a discussion of Texas schoal
district officials’ perspectives on the issue of “uncontrollable’ costs (costs beyond the control
of school district officials) and areview of cost-of-education strategies employed by other
states,

an explanation of the existing Cost-of -Education Index (CEl), including an analysis of the
consequences of updating the CEl with more current data, and

analyses of three alternative models for a new Texas cost-of -education adjustment: a wage
index, asaary index, and a cost-function index.

To ad the reader, aglossary of school finance terms used in this report isincluded in Appendix A.

The salary model and the cost-function model described in this report were constructed using data
on school district expenditures from the 1998-99 school year. As soon as complete data for the
1999-2000 school year become available, we will publish atechnical supplement containing an
updated set of district index values for both of these models, and an updated analysis of the
consequences of updating the existing CEl with new data.

This report contains a short description of the advantages and disadvantages of updating the
existing CEl. It aso examines several education cost-adjustment models and their advantages and
disadvantages, as well as the potential total impact on the Foundation School Program of
applying each of these models to existing school finance formulas. Finaly, this report provides an
overview of issues to consider in adopting a new Texas CEl.

This Summary of Findings contains an overview of the entire report.

SECTION 1: EDUCATION COST INDEXING IN THEORY AND PRACTICE

To address the issue of uncontrollable cost variations in the context of the financial pressures
currently faced by Texas school districts, our researchers first conducted a series of formal
interviews with officials from twenty-seven school districts to determine the financial pressures
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they face. In these interviews, some issues were raised repeatedly, regardless of the size and
location of the school district. Especially important issues were cost pressures related to increased
sdaries for teachers and other personne, the costs of recruitment, the costs of health insurance
and other benefits, and the costs of building and maintaining schools. Other issues were raised
only by certain types of districts. For example, administrators in small districts focused on higher
costs for some goods and services in their communities and on the costs of transportation.
Adminigtrators in large districts, on the other hand, emphasized conditions that made recruiting
teachers difficult, including long commute times, safety concerns, and a shortage of affordable
housing. Officias from large districts also expressed concerns about the highly competitive job
market in metropolitan areas and about teacher perceptions of urban students as being more
difficult to teach.

Section 1 also contains a brief history of education cost adjustments in Texas and a short
discussion of adjustments to school district funding in other states. Many states adjust school
district funding to counteract differences in the costs of education that are related to a district’s
size or location. Only afew states, however, adjust school district funding to account for regional
variations in the cost of education. These states include Texas, as well as Colorado, Florida, Ohio,
and Wyoming. Other states adjustments are designed to capture genera variations in the cost of
living. Texasisthe only state that currently uses data on school district expenditures to adjust for
variaionsin the cost of education.

SECTION 2: THE EXISTING TEXAS COST-OF-EDUCATION INDEX

This section provides an explanation of the existing Texas Cost-of -Education Index, including an
analysis of the effects of updating the existing CEl using more current data. The CEl isthe
mechanism that Texas uses to adjust Foundation School Program cal culations to compensate for
variations in resource costs and uncontrollable costs of education. Under current law, the CEI
affected the distribution of approximately $1.23 billion in state aid to school districts during each
year of the 1999-2000 biennium.

The existing CEl adjusts funding to school districts based on five uncontrollable factors that a
1990-91 L egidative Education Board study found to have a significant impact on the costs of
education. These factors include

(1) Average competitive salary for beginning teachers,
(2) Location in a county with a population of less than 40,000,
(3) Percentage of pupilsthat are low-income,

(4) Didtrict type—in particular, whether adistrict is classified as rura or asin an independent
town, and

(5) Didtrict size, in terms of students in average daily attendance.

Based on an analysis of these five factors, every Texas school district is assigned a CEl value
between 1.00 and 1.20, which is used to adjust foundation program calculations for both Tier 1
and Tier 2 of the Foundation School Program. The existing CEI, however, has not been updated
sinceits adoption by the Foundation School Fund Budget Committee in December 1990, which
means that roughly thirteen percent of al state aid to school districtsis currently distributed on
the basis of aten-year-old analysis of school district expenditures.

Two pointsillustrate the limitations of the existing Cost-of -Education Index. First, the existing
CEl only includes the uncontrollable factors that were found to have an impact on teacher salaries
in 1990. Our analysis found that not al of the factors included in the calculation of the existing
CEl are «till statistically significant. Second, the existing CEl leaves out several factors—such as
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teacher certification status—that affect the cost of hiring teachers. In particular, the existing CEl
omits community characteristics—such as the average price of a house—that influence teachers
willingness to live and work in an area. Beginning competitive teacher salary isthe only
community characteristic included in the existing CEI. In addition, significantly more data are
available now than were available when the existing CEl was constructed in 1990.

An updated CEI would have arange of index values from 1.03 to 1.23, which is similar to the
existing CEIl. However, according to an analysis conducted by the school finance division of the
Texas Education Agency, implementing the updated CEl would require atotal annual increasein
state aid to school districts of between $296 million and $368 million, depending upon how the
index vaues were rounded. On the average, mgjor urban districts and major suburban districts
would be the primary beneficiaries of updating the existing CEl. Major urban and suburban
districts would receive total projected increasesin state aid of at least $87 million and $134
million, respectively. From aregional perspective, districtsin Region | (Edinburg) and Region
XVI (Amarillo) would receive somewhat less state aid than they would under current law, with
total projected decreases of no more than $7.1 million and $9.4 million, respectively. It is
important to note, however, that this analysis is based on the assumption that the updated CEI
would be applied to the Foundation School Program in the same way that the existing CEl is
applied. For example, the new index would be applied to seventy-one percent of the Basic
Allotment, and fifty percent of the effects of the CEIl would be applied in determining a district’s
counts of students in Weighted Average Daily Attendance (a component in the calculation of Tier
2 state aid). The updated CEI can easily be made revenue-neutra, however, by adjusting the
percentages in the current finance formulas to which the CEl is applied. For a comprehensive
discussion of how the existing CEl is applied to the Foundation School Program, see section 2.3.

SECTION 3: ALTERNATIVE APPROACHESTO A NEW TEXAS COST
ADJUSTMENT

This section presents three aternative approaches to creating a new Texas adjustment—a wage
index, which explores variations in the local costs of doing business; a salary index, which
explores variations in school district expenditures on personnel; and a cost-function index, which
explores cost variations that are directly related to educationa outcomes. From a theoretical
perspective, there is no “best” approach to a new Texas adjustment. Each approach has
advantages and disadvantages, which are described below.

Section 3.1: Capturing Variationsin the General Cost of Doing Business: Texas Wage

I ndices. Given that education is so labor-intensive, one way to address the problem of how to
capture uncontrollable regiona variations in the costs of education is to look beyond labor costs
for school districts alone and instead to measure variations in overal labor costs in various
markets in Texas. For section 3.1, we constructed a series of wage indices designed to capture
variationsin the general cost of doing businessin Texas, including a Professional Industries
Index, a Professional Occupations Index, a Financial and Service Industries Index, and an All
Industries Index. The analysis revealed that a Financial and Service Industries Index does a
dightly better job than the other indices of predicting the salaries of teachers, administrators, and
support staff. Thus, the Financial and Service Industries Index seems to be the most credible
choice for awage index that would reflect market wages for education.

The principal advantage of awage index as an adjustment strategy is that it avoids the difficult
problems associated with distinguishing controllable variations in school district expenditures
from those that are uncontrollable. After dl, it is unlikely that school districts will be ableto
affect the general labor market. The wage index is also the index most similar to the education
cost indexing strategies used in other states.
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A potential disadvantage of the wage index isthat it draws on wage and sdary information for
non-teachers and may not fully reflect the actual market for teachers faced by Texas school
districts. In particular, thisindex is unable to pick up district-level variations in the price of labor.
For example, every school district in a metropolitan area would receive the same index value as
every other district in that metropolitan area, and districts outside of metropolitan areas would
receive the same index value as every other district in the same county.

Another important issue to consider is that, according to the school finance division of the Texas
Education Agency, the wage index would be the most expensive dternative to implement,
requiring atotal annual increase in state aid to school districts of about $4.7 billion. The largest
projected increases would be for districts in metropolitan areas. Again, this analysisis based on
the assumption that the wage index would be applied to the Foundation School Program in the
same way that the existing CEl is applied. Ultimately, the wage index represents a good measure
of what it would cost public schools to be competitive with banks, high technology organizations,
and other groups competing for highly qualified college graduates. Nevertheless, the absence of a
revenue structure to support salaries comparable to those offered to other professional employees
in metropolitan areas makes implementing the wage index problematic.’

Section 3.2: Price Variations Revealed in School District Expenditures: Texas Teacher
Salary Indices. Because teacher salaries are the largest component of school district
expenditures, another approach to capturing uncontrollable regiona variations in the costs of
education is to model differences in teacher salaries from district to district. This section presents
salary indices designed to reflect the uncontrollable factors that influence the salaries that
teachers are willing to accept from school districts. This approach is similar in spirit to that of the
existing Texas CEI. Unlike the existing CEI, which includes factors that influence the salaries
that school districts are willing and able to pay, the teacher salary indices approach the question
of teacher compensation from the perspective of saaries that teachers are willing to accept. The
teacher salary indices also incorporate more information on teacher characteristics and
community characteristics.

We constructed two different salary index models. The baseline model incorporates al of the
measurable factors that we have identified as important determinants of what salaries teachers are
willing to accept from school districts. The essentials model incorporates only a subset of the
student, district, and community characteristics from the baseline model. The essentials model

has been designed to be intuitively as well as statistically appealing. (Thisis discussed in more
detail in section 3.2.) We estimated separate essentials models for urban and rural school digtricts,
because the data suggested that it was an appropriate distinction. We also estimated a version of
the essentials model that includes district contributions toward health insurance as part of teacher
compensation.

The essentials salary index would adjust funding to school districts based on eleven
uncontrollable factors that were found to have a significant impact on the costs of education.
These factorsinclude

(1) Didtrict sizein terms of average daily attendance,

(2) Distance to the nearest teacher certifying ingtitution,

(3) Distance to the center of the nearest metropolitan area,

(4) An indicator for whether the district participates in Social Security,
(5) Percentage of students who are immigrants,

(6) Percentage of students who are limited English proficient,

(7) Percentage of students who are mainstreamed special education,
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(8) Average house price,

(9) Average cooling days,
(20) Unemployment rate, and
(11) Population density.

Based on an analysis of these eleven factors, every Texas school district is assigned an index
value between 1.000 and 1.281 for the essentials salary index and between 1.00 and 1.34 for the
essentials salary and benefits index. Our analysis indicates that the basic pattern of saariesis not
sengitive to the inclusion or exclusion of benefits. However, a comparison of these two indices
suggests that school districts constrained by the state’' s minimum salary scale offset it by offering
fewer benefits. On average, it appears that teacher salary and benefits are practically dollar-for-
dollar substitutes.

The principal advantage of these salary indices is that they offer the greatest potential for a new
adjustment that is both fair and easy to implement in the context of current school finance
formulas.

There are three principal disadvantages to these salary indices. First, thereis arisk that important
factors have been omitted from the salary indices analysis. For example, athough surveys suggest
that teachers are not especially sengitive to the condition of the buildings in which they work, we
suspect that school districts with more attractive facilities and equipment are better able to attract
and retain teachers. Unfortunately, information that would permit a comparison of facilities
across school digtricts is not available. We would also have liked to include in our analysis more
information on teacher training and professiona qualifications, but the data was unavailable.

A second disadvantage of these salary indices, which also pertains to the existing CEl, is the
difficulty in distinguishing between controllable and uncontrollable costs. Because the salary
models are drawn from information on the actual salaries received by Texas public school
teachers, they provide good models of teacher compensation. It is up to the researcher, however,
to make distinctions between controllable and uncontrollable factors that can be used to explain
variations in the costs of education. Such distinctions are inherently subject to criticism. In the
salary indices models, the specified student and community characteristics are al treated as
uncontrollable factors, and al other factors that influence salaries—including any relevant
omitted factors—are treated as controllable factors.

A third disadvantage of these salary indices also pertains to the wage index and to the existing
CEl. All these indices are designed to capture local variations in the price of labor. As such, they
capture only one part of uncontrollable cost variations. Cost variations related to the prices of
nonlabor inputs are not addressed by any of these indices. Cost variations related to the varying
intensity with which districts must use their resources (for example, the high costs associated with
the operation of a very small school district) also are not addressed.

According to Texas Education Agency estimates, applying the essentials teacher salary index in
the same way that the existing CEl is applied would result in atotal annual decrease in state aid to
school districts of approximately $88 million. Major urban districts and major suburban districts
would receive a moderate annual increase in total state aid of $74 million and $21 million,
respectively. On the average, total state aid to other types of districts would be reduced. The
essentials salary and benefitsindex, which includes an estimate of school district contributions
for health insurance benefits as part of teacher compensation, would require a total annua
increase in state aid to school districts of approximately $510 million. On average, dmost every
school district would receive an increase in state aid, although small rura districts would
experience a moderate decrease in annual state aid of about $7 million total. These estimations
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are based on the assumption that the salary indices would be applied to the Foundation School
Program in the same way that the existing CEl is applied. A revenue-neutral application of either
index can be devised, however, by adjusting the percentages to which the salary indices would be
applied to the current finance formulas.

Section 3.3: Cost Variations Related to Educational Outcomes: A Cost-Function Index. The
cost indexing strategies discussed thus far are focused on uncontrollable variations in the prices
that districts must pay for their most important resource—teachers. Prices, however, are only part
of the cost equation. Some districts must also cope with costs that derive from variations in the
needs of their students and with costs associated with being too small to take advantage of
economies of scae. Arguably, these factors are frequently beyond school district control. For
section 3.3., we constructed an education cost-function index that is designed to capture these
other factors. The basic perspective of an education cost-function index is that school districts
combine purchased inputs (such as teachers and other personnel) with environmental factors
(such as student characteristics and district size) to produce educational outcomes. The cost-
function index is designed to capture variations in the costs to districts of producing a given level
of educational outcomes, given the prices the districts must pay and the environmental factors
which the districts face.

Because of significant overlap with the purpose of other adjustments, such as the Small Didtrict
and Mid-Sized District Adjustments, it would not be proper smply to replace the existing CEI
with cost-function index values in the current school finance formulas. In principle, a more
appropriate approach would be either (1) to estimate cost-function index values which could be
used in combination with some or all of the current school finance formulas; or (2) to use the
cost-function index values as the sole adjustment to the Basic Allotment in Tier 1 of the
Foundation School Program and to much of the Tier 2 Guaranteed Yield Program. As such, it is
difficult to make direct comparisons between the cost-function index and the other indices. If the
cost-function index were applied to the Foundation School Program in a manner that would
provide al districts with at least their current levels of Tier 1 and Tier 2 funding, the projected
annua cogt to the state would be approximately $493 million.

The cost-function index addresses not only uncontrollable variations in the price of labor, but also
uncontrollable costs that derive from variations in student needs, from geographic isolation, and
from costs associated with being too small to take advantage of economies of scale. As such, the
cost-function index is a more comprehensive index than the existing CEl, the wage index, or the
salary indices. Constructing a cost-function index that reasonably describes educational practices
in Texas involves identifying the relevant prices of inputs, environmental factors, and measures
of educational outcomes.

A disadvantage of the cost-function index discussed in this report is that the analysis has been
limited by alack of data on nonlabor inputs and on educationa outcomes. Another disadvantage
of the cost-function index is that it is less intuitive and less trangparent than the other indices. It
does not lend itself to simple tabular presentations, because it incorporates complex interactions
between district characteristics (reflecting, for example, the fact that small increases in the
proportion of low-income students will tend to have a different impact on the costs of a small
district than on the costs of alarge district). Although the underlying relationships among the
index factors are stable, these interactions suggest that shiftsin student demographics over time
could have very different effects on the index values for different school districts, depending on
their initial Situations.
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OTHER ISSUES TO CONSIDER IN ADOPTING A NEW TEXASCOST
ADJUSTMENT

Application to the Foundation School Program. The existing CEl is applied to seventy-one
percent of the Basic Allotment, and the impact of fifty percent of the effects of the CEl is applied
in determining adistrict’s count of students in Weighted Average Daily Attendance. The
Legidature may wish to explore the modification of these percentages in adopting a new CEl,
particularly the fifty percent weighting. For a detailed discussion of how the existing CEl is
applied to the Foundation School Program, see Section 2.3.

Transition M echanisms. When updating the existing CEI or adopting a new adjustment, an
important issue to consider pertains to mechanisms to ease the transition from one adjustment to
another. Under each of the education cost indexing strategies discussed in this report, some
school districts would experience reductions in state aid. The Legidature may wish to explore
transition mechanisms for implementing any new adjustments.

Periodic Updating. Districts index values have not been updated since the existing CEl was
adopted in 1990. In our research, we found that many districts have changed significantly since
the existing Cost-of -Education Index was constructed. Furthermore, it was determined that the
existing index leaves out several factors that have an impact on the cost of hiring teachers. To
avoid these issues in the future, the state should consider periodic updating of any new adjustment
with current data, and the state should periodically reexamine the index methodology to ensure
that the index continues both to capture appropriate cost factors and to reflect district conditions
appropriately. Annual or biannual calculation of district index values would seem appropriate,
and a thorough review of the underlying methodology could be conducted on a less frequent
basis, depending on the volatility of economic conditions.

! Thanks to Moak, Casey, and Associates, LLP, for highlighting the fact that the Texas school finance
system currently lacks a revenue structure to support implementation of this wage index.
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TEXAS SCHOOL FINANCE AND REAL ESTATE VALUES

RELIANCE ON PROPERTY TAX MAY DAMAGE REAL PROPERTY
OWNERS

INTRODUCTION

Texas has struggled with the problem of creating “an education system that efficiently
diffuses knowledge throughout it citizenry.” The basic property tax system in place prior
to adoption of the so-called Robin Hood plan, resulted in vastly unequal access to
resources among Texas schools. Robin Hood sought to rectify that shortcoming.
However, Robin Hood did not diminish reliance on the ad valorem property tax for the
support of public education. Instead, an increasing tax burden has weighed heavily on
Texas real property leading many to question the effect of real property tax increases on
Texas red estate. Although many complicating factors intervene, property tax increases
generally work to reduce property values and reduce the wealth of owners at the time the
changes occur. The following discussion explains how a competitive economy works to
impose the burden of taxation mainly on real estate.

PROPERTY TAXES AND PROPERTY VALUE

The question of how property taxes affect property values has perplexed economists,
engendering a series of arguments regarding who bears the final incidence of the tax.
Assessment and collection only determine the first impact of the tax burden. At first
glance, current owners appear to have opportunities to avoid the tax by passing it on to
the end users of the real estate. However, a competitive economy works to impose the
entire cost of the tax on current owners by reducing the value of the property that serves
asthetax base. That conclusion emerges from analysis of the complicated web of
relationships within the real estate economy.

For concerns about the distribution of the tax burden, the questions are 1) who will bear
the tax burden and 2) do the benefits of the governmental expenditure accrue to those
taxpayers? A cost effective public finance system should result in individual tax burdens
that roughly approach the benefits of public expenditures enjoyed by those individuals.
Presumably, a superior educational system would enhance property values. Indeed, real
estate agents readily promote location within a preferred school district as an important
determinant of home values within that district. With afixed supply of homes within the
district, sellers presumably could capture the value of the superior schools by increasing
their asking prices to the limit that the market will bear. Consequently, schoolsin that
area can capture some of that value enhancement in property tax levies. This report
assumes a constant level of public education by holding expenditures per student at a
constant level. This alows examination of the value-related effects of an increased tax
burden without explicitly addressing the issue of potential value enhancements.

In the short term, imposing a tax on property disrupts the efficiency of real estate
markets. A tax on property increases ownership costs, thereby reducing effective demand
for that property. The tax also works to increase devel opment costs, reducing net
revenues to developers. Thus, atax imposed on property results in less devel opment,
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higher prices to consumers and reduced revenues to devel opers than the economy would
have produced absent the tax.

This effect results from the economic activity that does not occur because the tax has
siphoned revenue from the real estate market. Fewer potential homebuyers can afford a
new house. Fewer retailers can afford to rent space for a shop, etc. Every class of
property subject to the added tax will face the same tendencies. This deadweight loss to
the economy may be small for incremental changesin tax assessments. Further,
increasing incomes may swamp the effect but the tendency is undeniably present.

At the most basic level, long-run competitive pressures preclude an owner’s ability to
pass the tax on to end users. For example, suppose an owner had negotiated a lease
requiring tenants to pay property taxes. The |lease alows the owner to avoid the tax
liability in the intermediate run by passing a tax increase through to tenants. However, as
leases expire, tenarts typically explore available options. When they find comparable
Space not subject to the tax increase, they tend to move to the lower cost location. As
more and more tenants exercise that option, the original owner will be forced to reduce
rents to keep the building occupied. This competitive pressure will act to drive the rent
down by the amount of the property tax, returning the tax burden to the property owner.
When such an owner sells the property the buyer takes the elevated tax burden into
account when formulating an offer. Ultimately, the reduction in price will equal the
capitalized value of the increased tax load. Thus, competition with properties not subject
to the tax increment ultimately serves to impose the burden of the tax increase on the
current owner.

Now suppose, the property owner sustains atax increase that generally appliesto all
taxable properties throughout Texas. No competing real estate investments escape the
increased burden, thus removing the pressures to lower rents. In this case, the tenant
appears to bear the burden of the tax. However, competition for investment capital in the
economy again works to return the tax burden to the property owner. Investors routinely
consider the returns investments will generate before committing capital. When
competing investments escape the property tax, those seeking to sell real estate must
lower their asking price to compensate for the added tax burden. In the modern
economy, the property tax has evolved from atax on all wealth to one mainly
concentrated on real property. Many investment alternatives not subject to property
taxation vie with real estate for capital and that competition tends to drive down real
property prices to compensate for the tax on its value. Once again, the tax burden returns
to the property owner.

Although the examples illustrate the effects of a property tax on current investment
owners, the same conclusion appliesto all types of rea estate. This occurs because red
estate cannot be moved. Its fixed location ensures that real estate will bear the brunt of
property taxes. Capital and labor can migrate to locations that provide superior returns;
real estate cannot. Because capital and labor are mobile, they must earn the competitive
market rate for their participation in an economic activity. However, real estate must take
the remainder of the income stream after capital and labor have been compensated.
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Property taxes reduce that residual income and hence lower a property’s value as an
investment. That factor applies across the board to all classes of real property.

PROPERTY TAXESINFLUENCE BEHAVIOR

Although the modern real estate economy is considerably more complex than the smple
system outlined above, the foregoing discussion demonstrates why buyers of real
property do respond to property tax levels. Essentialy, these buyers seek to avoid
bearing the tax burden when they purchase a property. Although projected plans for
using the real estate provide for property tax payments, buyers shop around among
locations and thus can have the effect of driving buyers from high tax locations to areas
with lower tax levies. Corporate managers deciding on building a facility that will serve
markets over a broad area consider the tax climate as an integral part of their planning
process. When other factors are equal, they will choose the state with the most favorable
tax climate. Likewise, homebuyers weigh the tax implications of their home purchase.
The final decisions will see buyers locate where taxes are lowest when al other factors
are equal. Proliferation of tax increment finance zones and tax abatements reflect an
acknowledgement of the role property taxation plays in economic decision making.

The Texas property tax system with its complicated mixture of exemptions and
preferential valuation provisions unquestionably affects real property decisions. The
freeze on homestead school taxes for those over the age of 65 provides the elderly with
an incentive to locate in districts with relatively low property tax rates. Further, it
encourages them to purchase low cost homes to establish alow school tax liability.
Portability of the freeze means that a low, potentially zero, school tax liability can be
transferred to another home in another location. Including wildlife management as an
agricultural use ensures that livestock will vanish from much of the land purchased for
recreational use. Taxing new plants at high rates prompts business to lobby for tax
abatements or to look beyond Texas for an operating location. These are but afew
examples of how the property tax affects the pattern of land use throughout the state.
Clearly, the effects of property taxes and property tax changes involve land use decisions
that cross state and local boundaries, pitting one location against another. Understanding
how school financing affects
real estate entails an

assessment of the Texas TEXAS PROPERTY TAXES
system within the context of Billions

potential competitors. 25

CURRENT SCHOOL 20

FUNDING AND TEXAS 15

PROPERTY TAXES

Over the past two decades, 10 e

the drive to find a solution to 5 //_/
the problem of equitable Counties
fl nanCI ng of Texas publ | C 0 I — T T T T T T T T T T T T T T T
schools produced a system 1981 1984 1987 1990 1993 1996 1999
that has shifted school Source: Texas Comptroller of Public Accounts T-"[:'-'.":EE!-
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funding from the state general fund to local property taxes. Asaresult, Texas
homeowners have endured a relentless run-up in property taxes that places them 71"
among the fifty states and the District of Columbia, according to a study done by the
government of the District of Columbia. This reliance on local tax base to fund the
public education system, with anexpanding population of students, has persistently
driven local maintenance and operating tax rates toward their statutory maximum. As
more districts approach the

$1.50 rate, acrisisin INFLATION ADJUSTED

funding looms for Texas sions T EXAS PROPERTY TAXES

schools. That crisis 8

threatens to increase an

aready substantial tax 6

burden on real property in e (S:PeCita}' Districts
ounties

Texas 4 -X-Cities

As the accompanying chart _ SChOOI

illustrates, Texas school

property taxes have

expanded from $2.8 billion 1981 1984 1987 1990 1993 1996 1999

in 1980 to $13.6 hillion in

2000 a 3671 percent tOta| Source: Texas Comptroller of Public Accounts

increase, equating to an

8.5 percert compounded annual increase. 1n 1981 school taxes composed 49.7 percent of
total property tax leviesin Texas. By the 2000 tax year, school levies represented 58.1
percent of statewide property tax levies (Comptroller’s Office -- Property Tax Data).
After adjusting for inflation using the Consumer Price Index for al goods, school taxes
increased 172.4 percent while cities leviesincreased by 71.7 percent and counties’ levies
rose 85.1 percent. The inflationadjusted rate of increase for schools averaged 5.4
percent compounded annually.

The above factors suggest that schools must have substantially improved and school age
populations expanded in

the intervening years, EDUCATION PERCENT OF

given the substantial rise

inreal local property tax Percent STATE BUDGET

levies. However, studying °°
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indicated in the following chart. In 1981, education composed 49.2 percent of the state
budget. By 1985 education comprised a peak 52.2 percent of state expenditures. That
percentage fell throughout the remaining years of the century to 38.4 percent in 2000
(Comptroller of Public Accounts).

Enlarged tax bases following property tax reform facilitated growth in local school tax
levies during and following the 1980s. The proportion of the state budget dedicated to
education atrophied while local school property tax levies ballooned. Diversion of state
funds to other activities led to a steady reduction in the share of school budgets supported
from the state. The percentage of Texas public school expenditures received from the
state declined from 47 percent in 1991 to an estimated 43 percent in 2000 (Legidative
Budget Board). Per pupil expenditures in Texas during the 1998-99 school year included
$548 in federal funding;
$3,309 in local funds and STATE SHARE OF

$2,738 in state monies. Porcent
Among all states, that places SCHOOL REVENUE

Texas 171" in federal funds, 49

18™ in local funds, but 44" a7

in state funds. Texas 45 I
compares admirably with 43

the national averages of 41 7

$520 for federal supportand | 397

$3,278 for local 2; 1

contributions per pupil.

However the state LR IR C IR CNRCRRC N CI A Y
contribution falls far short of Source: Legislative Budget Board

the average $3,278 in state Texas Education Agency and Comptroller of Public Accounts m

monies (U.S. Bureau of the
Census). The Texas local property tax has served to support Texas schools at 88 percent
of the national average expenditure per pupil despite a state contribution that falls at 73.8
percent of the average state contribution per pupil. Clearly, Texas depends heavily on
local property taxes for school funding.
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by the ratio of assessed value to market value for each city listed.

Assuming that the ratios supplied are accurate representations of the relationship between
assessed values and market values, the effective tax rate represents the percentage of
market value paid as property taxes each year. For example, an effective tax rate of
$1.00 per $100 of market value equates to property taxes of 1 percent of market value.
Assuming a constant market value, in 100 years an owner would pay total taxes equal to
the property’s market value for this $1.00 rate. A rate of $2.00 would cut the time
required for taxes to equal market value to 50 years.

Comparing effective rates indicates the relative property tax burden among the cities in
various states. Ranking 7" nationally, Houston posted an effective tax rate of $2.59 per
$100 of vaue for the year 2000. Houston’s burden fell well below rates for Bridgeport,
Connecticut; Providence, Rhode Island; Newark, New Jersey; Manchester, New
Hampshire and Milwaukee. However, the Houston burden was more than 2.78 times

2000 1998-99 STATE AND
STATE PROPERTY | PROPERTY | STATE & LOCAL LOCAL TOTAL
TAX RATE | TAX RATE REVENUE REVE':'UES REVENUE
RANKING | ADJUSTED FOR PIAEE é AA)PIOTFA PER
(S PER $100 COST OFLIVING | PERCAPIA | pupIL
RANKING
OF VALUE) $ PER PUPIL INCOME
New Jersey 3.71 3 8,718 38.98 1
New York 0.81 47 8,368 37.41 3
Connecticut 455 1 7,000 31.30 4
Rhode 3.52 2 7,933 5
Idand 35.47
Illinois 0.93 45 6,505 29.09 17
Washington 1.12 40 6,214 26
27.78 (median)
Texas 2.59 7 6,047 27.04 36

B Table: Property Tax Burden and State and Local School Revenues
Source: Government of District of Columbia and U. S. Census Bureau

the $0.93 rate in Chicago and 3.24 times the $0.81 rate for New Y ork City. Houston
taxpayers faced a property tax burden that was 1.7 times the median rate nationally of
$1.52 in Columbia, South Carolina. This evidence indicates that Texas property tax
burdens rank among the highest in the country.

Comparing expenditures of state and local funds adjusted for cost of living differences as
a percentage of per capita disposable income indicates the degree to which each state is
willing to support public education. The results of that comparison indicate that New
Jersey tops the list dedicating 39 percent of their disposable income to education. Texas
spends 27.04 percent, lagging the median state rate of 27.8 percent. By al of these
measures, the Texas system falls short of reaching the median. New Y ork ranking 3" in
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revenues per student and 47" in property tax burden, indicates little correlation between
high property tax burdens and sizable revenues per pupil in school funding. In fact,
ranking high in property tax burden at 7", Texas drops well below the median, ranking
36" in total revenues per pupil.

Finally, economic changes reshuffle the property tax burden through resulting changesin
value. An economic shock to one part of the tax base can cause a significant increase to
other taxable propeties. For instance, in the past several years, companies have
scrambled to lay the fiber optic infrastructure to support broadband access to the Internet.
Much of that investment undoubtedly found its way onto tax rolls at values reflecting the
cost of the assets. Now, that industry faces slack demand, reportedly operating at 10 to
15 percent of capacity. Obvioudly, those assets are now worth a fraction of their installed
cost. Presumably, chief appraisers will be forced to recognize these circumstances by
reducing assessed values for that property to afraction of their current value. That
reduction will shift the tax burden from those businesses to all other property owners not
experiencing vaue reductions.

This kind of shifting occurs from year to year as property making up the tax base
appreciates at different rates. For example, if homes appreciate more rapidly than
business property, the tax burden will shift to residential property. The chart on the next
page shows the percentage that each class of property represented in the Texas tax base
over the past decade. Obvioudly, total residential property values expanded more rapidly
than the other categories. Presumably, residential tax payments also increased as a
proportion of the total. Given these facts, residential property has faced arising tax
burden in the aggregate and owners probably also faced increasing individual tax
burdens. Not only has the sagging of the high-tech sector threatened that part of the tax
base, falling oil and gas prices promise to reduce assessed values for that portion of the
tax base aswell. In view of the problems currently roiling the economy, homeowners
can look forward to higher property tax bills in the future as growth in the remainder of
the tax base slows.

Business Residential
Y ear Property Properties Land Oil & Gas
1993-94 40.6 44.1 8.4 6.0
1994-95 40.4 45.8 8.1 51
1995-96 40.1 47.0 7.9 4.3
1996-97 41.2 46.7 7.6 4.0
1997-98 40.8 46.7 7.4 4.6
1998-99 40.7 47.2 7.3 4.1
1999-2000 40.6 48.7 7.3 2.8
2000-2001 39.0 50.1 7.0 2.9

B Table: Percentage Distribution of Texas Property Tax Base
Source: Comptroller of Public Accounts -- Property Tax Division
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ESTIMATED IMPACT OF HIGHER PROPERTY TAXESON HOUSTON
HOME PRICES

The experience of homeowners in the Houston economy provides an insight into the
impact of property tax increases on property owners. As the foregoing discussion
explains, an increase in property taxes will translate into a decline in property values.
Examining the Houston home prices as a relationship between typical expenditures on
housing and personal income provides an estimate of the effect of a property tax induced
increase in the level of housing expenditures. Essentialy, a one dollar increasein
property taxes will cause a one dollar increase in housing expenditures. The relationship
between the level of housing expenditures and home values demonstrates the impact of
that increase on values. To identify that relationship, we estimated an econometric model
that measured the correlations between home prices, housing expenditures and personal
income.

Using information obtained from surveys of consumer expenditures conducted by the
U.S. Bureau of Labor Statistics for Houston, we discovered that an increase of one dollar
in property taxes drives down the average home price by $37.95. For example, if
expenditures for property taxes increased by $100.00 from $4,397 to $4,497 (an increase
of 2.3 percent in 1999-2000), then the average home price fell by $3,795. That amounts
to 2.8 percent of the $137,200 average Houston home price in 1999-2000.

Alternatively, estimating the relationship in terms of the percentage change for a given
percent property tax increase indicates that a 10 percent increase in housing expenditures
causes the average home price to drop by 8.8 percent. Both of the estimated econometric
models indicated a large decline in home values for property tax increases. Because of
the nature of statistical estimation, this large effect may reflect specific conditions in the
Houston market during the time studied. Further, the property tax effect may aso include
influences from a related economic influence not included in the report. However, these
estimates confirm the negative influence that property tax increases can have on value.

CONCLUSION

Property taxes act as a drag on the value of the real estate forming the tax base.

Increasing tax burdens ensure a negative influence on real estate values and can influence
land use decisions as owners seek to awid or reduce tax liabilities. The Texas school
finance system, relying heavily on local property taxes, imposes a heavy burden on Texas
homeowners. Further, homeowners face the potential for rising real tax burdens as the
value of their homes increase more rapidly than values for other classes of property.

As Texas moves forward, demographic experts predict an expanding student population
base. In addition, the composition of that population will include an ethnic shift. An
increasing proportion of that student population will come from Hispanic households.
Presumably, many of those Hispanic students will come to the system speaking English
as a second language. Texas faces a growing challenge to provide resources to meet the
educational needs of this expanding segment of its student population. These factors may
require greater spending per student to accomplish the goal of efficiently educating Texas
school children.

Clearly, the state has chosen to increasingly rely on local property taxes to fund public
education. The foregoing factors indicate an escalating need for funds in the future.
Relying on the local property tax for those revenues will increase the aready high
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property tax burden on all Texas real estate. That pressure will prompt property owners
to seek more exemptions and abatements. It will tend to reduce real estate values and
prompt owners to find methods to avoid the tax. Many will seek legal advice as they
strive to structure ownership to minimize school tax liabilities. All of this activity
trandates into an increasing cost of dealing with the tax. Increasing ownership cost
trangdlates into reduced affordability. Heavy reliance on property tax will adversely
impact the supply of affordable housing in the future. Texas officials would do well to
consider al of these factors as they search for an optimal school finance system.
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APPENDIX -- MODEL SPECIFICATION

The Bureau publishes a survey of consumer expenditures for a number of important
Metropolitan Statistical Areas. Houston and Dallas-Fort Worth are two major metro
areas in Texas included in the regiona surveys of consumer expenditures. These surveys
are useful sources of information to investigate the impact of higher property taxes on the
real estate industry of the metro areas. Using the expenditure data for Houston, together
with data from other sources, the following analysis shows the impact of higher property
taxes on house prices in the Houston metro area.

A survey of 1,733 consumer units in Houston in 1999-2000 showed that homeowners
spent $4,397 on mortgage and interest charges, property taxes, maintenance, repairs,
insurance and other housing expenses. Expenditures on housing are a volatile variable
because payments for mortgage interest compose a major component of total housing
expenditures. In 1999-2000, expenditures on owned dwellings accounted for 9.5 percent
of total expenditures per consumer ($46,299) in the Houston metro area (Table 1).
Property taxes accounted for 21 percent of total experditures on owned dwellingsin
1999-2000.

Higher property taxes increase total expenditures on owned dwellings by homeowners
and are expected to have a negative impact on house prices and/or home sales. Using the
expenditures data and house price data for Houston and cointegration analysis, the
following two equations are estimated to investigate the impact of higher housing
expenditures, including property taxes, on Houston’s house prices:

Using levels of variables: HousePrice = -37.95 DwellExp + 5.66 Pincome(1)

Using logarithms of variables. HousePrice = -0.88 DwellExp + 1.76 Pincome(2)

where HousePrice equals average house price, DwellExp equals expenditures on owned
dwellings, Pincome equals per capita persona income. All three variables arein rea
terms with the consumer price index for Houston used to deflate time series of house
prices, income and expenditures.

TOTAL HOUSING
YEAR EXPENDITURES | EXPENDITURES | HOMEPRICES
1087 28.79€ 2.764 81300
1988 29,902 2,621 79.70
1989 29,769 2,762 88,200
199C 30,217 2,664 90,600
1991 32,208 2,504 92,200
1997 32,803 2,588 99,000
1903 34,062 2.877 106,500
1994 36,221 2,95 105,900
1998 38,339 3,013 105,700
199€ 38,208 3,586 112,600
1997 40,017 3,539 120,700
1908 43,038 4,122 128,000
1999 46,299 4,397 137,200

B Table: Consumer Expenditures and House Pricesin Houston
Source: Bureau of Labor Statistics
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B-7. <chool Finance 2003: When Rising Costs Meet Capped Taxes
Pat Forgione, Superintendent, Austin ISD and President, Texas School Alliance

|. EXECUTIVE SUMMARY

Texas school districts are facing challenges in their efforts to provide all students with a
quallty education. These challenges include:

Preparing students to meet rising academic standards

Recruiting and retaining qualified personnel

Serving the needs of a growing population of students with specia needs

Building and maintaining adequate facilities

Funding growing costs for utilities, fuel, insurance, and supplies

The current standard for funding public education in Texas requires that districts receive
similar amounts of revenue for similar tax efforts, up to the level of an accredited
education Because all districts are accredited, this minimal standard is currently being
met. However, significant changes in the accountability system scheduled to begin in
2002-03 could result in a sharp increase in the number of low-performing districts.

As costs of providing an accredited education rise, two-thirds of Texas studentsarein
districts that are at or near the $1.50 maintenance and operations tax rate cap; these
districts have virtually no access to additional revenue. This trend will be accelerated by
an anticipated slow down in property value growth over the next few years. The state’'s
percentage share in funding education, meanwhile, has reached its lowest level in 50
years. Recent infusions of state funding have largely been targeted for specific purposes,
providing school districts with little flexibility to determine how to spend the additional
funds.

In 2003, Texas school districts not only will face the challenge of educating students to
meet rising academic standards in a globally competitive market, but also will face doing
so at atime when access to revenue could be severely restricted.

II. FRAMING THE CONTEXT

Texas school districts have steadily improved student performance over the past decade.
Though faced with growing populations of more difficult-to-educate students, the state's
largest districts have made remarkable gains.

With the evolution of the accountability system, districts are now faced with growing

expectations for student performance at the same time that access to revenue becomes
increasingly constrained.
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Both state and local systems for financing public education will be under severe stress by
2003. At the state level, current patterns of school finance combined with a slowing
economy are expected to produce significant stress in the coming legidative session.
Meanwhile, the state' s percentage share of education funding has diminished, and local
districts have raised tax rates to keep up with rising costs.

At the local level, a significant increase in the number of districts at or near the maximum
legal maintenance and operations (M& O) tax rate of $1.50 is expected,* especialy if
property value growth slows over the next few years as expected. Already, as of last year,
30 percent of Texas students attend school districts at $1.50 M& O tax rate; 34 percent
more are in districts within pennies of that cap.

This document is intended to help school districts educate legislators and other elected
officials about two core issues in school finance: cost and funding. The first part of the
document discusses what drives the cost of a“general diffusion of knowledge.” The
second part addressesthe equity of the system for students, teachers, communities, and
taxpayers. In other words, the document explores the questions: How much will
education cost? And, what is an equitable system to pay for education?

! Note: Some Texas school districts are not subject to the general $1.50 cap on M& O taxes but are instead
subject to atotal $2 cap on M& O and debt service combined. A 1950s-era special law allows these
districtsin Harris County to operate under this higher cap.
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I11. How much will education cost?

How much does a “general diffusion of knowledge” for all students cost?

The Texas Supreme Court has stated that “ districts must have substantially equal access
to funding up to the legidatively defined level that achieves the constitutional mandate of
ageneral diffusion of knowledge.” The Court said the Legidature has equated “a generd
diffusion of knowledge’ with the provision of an accredited education system — and the
state’ s accountability system. Recent legidative and federal action has raised the bar,
however. Digtricts face this new challenge with increased diversity among student
populations, an increasingly complex market for recruiting and retaining educational
personnel, increased facility needs, and rising prices for many cost elemerts. The new
school finance system must address these factorsiif it is to provide a true “general
diffusion of knowledge.”

Rising standards for an accredited education

The good news in public education is that Texas schools are improving. The most recent
school ratings saw overall improvement, especially individual school ratings in urban
districts. Statewide, atotal of 1,908 campuses were rated “exemplary,” and 2,400 more
were rated “recognized” — the highest numbers ever recorded in the nine years of the
accountability system — even with higher performance bars for those ratings.

The challenge will be to keep up that high level of achievement with amagjor change in
expectations for students. In recent years, lawmakers enacted several pieces of
legislation that significantly increased expectations of student performance. New
curriculum standards the Texas Essential Knowledge and Skills (TEKS), became
effectivein 1998. The “no pass, no promote”’ policy for elementary and middle school
students begins this year. Significantly expanded assessment requirements are scheduled.
In addition, the federal government is now implementing the No Child Left Behind Act,
which calls for states to raise the bar each year with measurable “ adequate yearly
progress.” Higher stakes accountability measures will be in effect in the very near future.

Beginning in Spring 2003, third-grade students must pass the state assessment in reading
to be promoted to the fourth grade.? This “no-pass, no-promote” rule will be phased in
for more grades and subjects in future years. Also in Spring 2003, a more difficult
assessment system, the Texas Assessment of Knowledge and Skills (TAKS), will be put
into place. The TAKS, based on the state’s more challenging new curriculum, is
expected to substantialy raise the bar with respect to student and teacher performance
and aso will be given at more grade levels and in more subjects.

2 There are exceptions. If astudent fails the exam twice, the district may promote the student if the student
passes a commissioner-approved alternate assessment of appropriate grade level. Also, if astudentisto be
retained, a grade placement committee may vote to promote the student if the vote is unanimous.
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As the new laws come closer to reality, and headlines proclaim, “ State warns of massive
test failures,”® school district leaders have realized that a major increase in resources will
be necessary to ensure children are not held back. If a 70 percent passing standard were
applied to the test today, the passing rates for students would fall dramatically. A 20-
point drop in the passing rate was estimated by TEA. Districts with high concentrations
of at-risk students, such as many of those in TSA, will face the greatest challenges.
Application of the new standard could mean that only 30 percent of eighth grade “at-risk”
students pass all portions of the test. For third graders, facing the rule of no pass no
promote, the problem could be worse. Currently one ou of every five at-risk third
graders fails the reading TAAS. Under new standards, TEA indicates this could rise to
one out of every three. When math is added to the requirement, the failure rate could
approach two out of three. So that no child is left behind in third grade this school year
or in the years to come, districts have been implementing systems and programs, such as
TEK S training, reading programs, and early childhood programs. While the state has
provided money for teacher professional development, especially in reading, and for
prekindergarten grants, these programs are straining district budgets.

For high school, the stakes are also high. First, new reading and math TAKS will be
given at ninth grade, where many students are already at risk.* Second, a tougher exit-
level exam, required for graduation, will test Algebra |, geometry, English 111 and writing,
early American and U.S. history, biology, and integrated physics and chemistry.® The
effect of adding just Algebrato the exit exam cannot be overstated. TEA data on end-of
course tests indicates that only two out of five students currently pass all tests taken. If
these resullts are extended to the new testing program, 60 percent of 11" graders would
fall one or more portions of the new test and thus be at risk of ot receiving a diploma.
Third, during the 2001 session, the Legidature made the Recommended High School
Program the “default” curriculum in high schools statewide.® To prepare students for the
more difficult exit exam and graduation requirements, districts will need to attract and
hire more teachers, particularly in areas such as Algebra where a large percentage of
teachers are not certified to teach the subject. Districts aso will need to provide more
training for teachers and upgrade chemistry and physics labs.

Lawmakers also directed the commissioner of education to develop and incorporate new
indicators for the accountability system that address dropout reporting and the
performance of students who are eligible for compensatory education. These new
standards will also increase the need for new resources.

Qualified personnel

The educational challenges of the future cannot be met without a well-trained teaching
staff, supported by qualified counselors, principals, and administrators. The cost of

3 Dallas Morning News, March 23, 2001, page A1.

4 TSA appreciates the Legislature’ s creation in 1999 of the Ninth Grade Grant Program, which should help
address these at-risk studentsin ninth grade.

® Thenew exit-level exam will be agraduation requirement for the Class of 2005.

® There are exceptions for students for whom the Recommended High School Program is not appropriate.
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providing staff is the single biggest cost in education. Statewide, personnel costs
consume about 82 percent of districts' budgets.

Therising educational standards, or even those in place today, cannot be met with the
existing pool of educational staff. Personnel costs are impacted not only by educational
needs, but also by market forces. The current labor market for teachers and other
education professionals requires school districts to compete not only with other school
districts, but aso with the private sector for qualified workers. The competition for
qualified workersis especially intense in urban areas, where large employers can offer
much greater opportunities for jobs outside of education. Houston ISD, for example, has
been recruiting teachers overseas, because teacher shortages are so great.

Significant shortages in personnel are already occurring in specific areas. The existing
teacher workforce does not include an adequate supply of science and math teachers, a
situation that will be further exacerbated by the requirement for al students to complete
the Recommended High School curriculum. Shortages aso exist within special program
fields such as special education and bilingual education.” Finally, thousands of teachers
are teaching outside of their professional area— a significant sign of a shortage of
personnel. Addressing these shortages will be expensive, yet critical, if students are to
receive instruction from appropriately certified teachers.

In addition, a significant shortage also exists in the pool of principals and assistant
principals. This shortage will only be exacerbated by the pending “ retirement bubble,”
i.e., alarge proportion of the current, experienced campus administrators are eligible to
retire in the next few years. Districts will have to offer higher salaries to both teachers
and administratorsin order to recruit and retain an adequate supply of qualified personnel.

School district budgets are extremely sensitive to and profoundly impacted by mandates
that affect staffing. Some requirements increase the number of employees, such as new
programs, extra duties, stricter enforcement of class size laws, or a new curriculum
emphasis. Other requirements increase the costsof personnel, such as across-the-board
salary increases or additional benefits.

Generdly, in atight labor market, school districts must find new sources of revenue to
increase compensation and benefits. Despite the Legislature' s passage of a $3,000 salary
increase in 1999 for every teacher, teacher shortages remain a significant problem in
certain areas. Likewise, despite the recent passage of a statewide program for public
school employee health insurance,® the continuing dramatic rise in the cost of health
insurance is expected to persist in squeezing district budgets.

" The following are the Texas designated subject-matter teacher shortage areas for the year 2001-2002:
Mathematics, Special Education, Bilingual/ESL, Science, Foreign Language (languages other than
English), and Technology Applications. Letter from Jim Nelson, Commissioner of Education, to the
Superintendent Addressed, October 8, 2001.

8 TSA districts will receive funds from the state for healthcare costs but will not be eligible to participate in
the statewide program until 2005.
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The challenge of special populations

Meeting the educational challenges of the future requires school districts to provide a
growing number of students programs to meet avariety of student needs, such as
Englishtas-a Second-Language (ESL ), bilingual education, compensatory education,
specia education, prekindergarten, and alternative education programs. In urban aresas,
the student population is highly nobile, and the proportion of economically
disadvantaged students is increasing. Teachers are often more difficult to recruit and
retain in these areas.

School buildings and equipment

School facility costs are driven by growing enrollments, technology and electrical
infrastructure expansion, major retrofitting and rewiring of facilities, renovation and
repair of aging facilities, costly repairs for such items as asbestos and mold abatement,
stricter enforcement of class-size limits, safety and security concerns, and the increased
need for laboratory classroom capacity. Costs for opening new schools are a significant
factor for growing districts, not only for the building costs but also for personnel and
fixed operating costs as well. The developing state-local support system for debt service
has done much to assist school districts in this area, but more remains to be done.

Technology costs

Many major infrastructure costs and hardware costs have been addressed thanks to the
Legidature' s creation of the technology allotment in 1990 and the Telecommunications
Infrastructure Fund in 1995. These two sources of technology funds — the $30 per
student allotment funding instructional technology and training and the competitive TIF
grants paying for infrastructure and hardware projects — have put Texas in the forefront of
a commitment to educational technology.

Also during the 1990s, schools saw an explosion in technology and its uses to improve K-
12 education. Thereis anew course, Technology Applications, which is now part of the
required curriculum for K-12 and is a graduation requirement. There are online courses
and email systems to keep in touch with parents. There is teacher training available over
the Internet. There are costs that did not exist in 1990, such as the cost of network
administrators, and the costs of keeping them. And there are increasing calls for schools
to provide computers to students who cannot afford them.

With the TIF scheduled to end in 2005, and with a need to maintain, update, and replace
technology on a continual basis, ongoing technology funds will be needed that can be
budgeted on a predictable basis. Schools can most efficiently employ technology if they
plan over amulti-year timeline. The technology allotment is a stable, efficient source of
funding that allows districts to plan for technology needs in advance over a period of
years. The technology alotment has not increased from $30 per student since the
Legidature created it in 1990, athough the Texas Education Agency recommended an
increase in 2001.

Report of the Joint Select Committee on Public School Financeto the 78" Legislature 139



Exhibit —B-7

Rising costs — the hidden driver in the cost of education

Like any employer, school districts face rapid cost escalations in other areas, such as
sudden hikes in utility costs, fuel prices, health insurance, other insurance costs, and
supplies. During the 2000-01 school year, districts faced higher than anticipated fuel
prices, which resulted in higher costs for transportation and utilities. In addition, with
new accountability measures necessitating extended-day or extended-year programs for
at-risk students, utility usage has increased and will continue to increase. Fudl costs and
costs of buses are on therise aswell. Public schools are not treated the same as some
institutions of higher education, which receive price breaks on utility costs.

Although the costs are increasing, the formulas designed to assist school districtsin
providing differential support are not. Sometimes, a specific formulais set up to fund a
cost, but the formulais rarely updated to reflect actual costs. For example, although the
transportation allotment was intended to reflect the actual cost of transportation, the state
has not increased the allotment since House Bill 72 in 1984. Meanwhile, costs have more
than doubled over the past 17 years.

The Legidature in 2001 began to address the pressing issue of rapidly escalating health
insurance premiums and some school districts’ inability to obtain any or any affordable
health insurance. However, health insurance costs continue to rise at a double-digit rate.
If this cost inflation is not addressed, the 2002 increase in support could be overwhelmed
by the rising tide of insurance inflation

V. HOW WILL WE PAY FOR EDUCATION?

What isan equitable system to pay for education costs?

Texas has been judged to have one of the most equitable school finance systems among
the major states. This degree of financial and student equity achieved over the long
legidlative and judicial process of re-design during the late 1980s and early 1990s must be
preserved. The requirements for financial equity must continue to be the basis for the
provision of the necessary resources to all school districts in meeting the challenges of
higher accountability standards. Just as formulas recognize differences in costs, some
finance formula features recognize districts’ access-to-revenue factors, such asthe
concept of a guaranteed yield per penny of tax effort and the limits on access to revenue
at specific tax rates.

Funding formulas used for distribution should reflect variations in costs to educate
different populations of students, variations in the ability to raise local revenue, and
variations in costs associated with school district characteristics such as labor market
differences. In addition, funding formulas should not result in the need to prorate state
funds.
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A new funding system must provide for equity —equity for students, teachers, and
taxpayers. Texas courts have spoken only to the issue of property taxpayer equity. The
broader issues of student and teacher equity have yet to be addressed in Texas courts,
although they are under substantial litigation in other states.

Equity for students and teachers

Current school finance formulas include a number of features designed to recognize the
need for differential support for teachers and students Formulas that recognize cost
differences for meeting the needs of certain types of students (weights) and salary cost
differences for certain types of school districts (size adjustments and the Cost of
Education Index (CEl)) have long been a part of the school finance system

Funding weights, which are used to provide additional funding for students who need
additional resources, are not based on current research on the cost to serve students and
fall short of meeting the actual needs. Although specia education formulas were
adjusted in 1993, the weights for compensatory education and ESL/bilingual education
have remained constant for years.

The CEI provides additional funding to meet differential salary needs in different districts.
The differential is designed to recognize uncontrollable costs, primarily labor cost
differences among districts. Differencesin district size are also recognized for small,
sparse, and mid-sized districts. The adjustments used by the state have not been

seriously considered for more than a decade.® The school finance system of the future
must recognize updated factors reflecting the real world of school district and personnel
costs.

Equity for the community and the taxpayer

Under classic definitions in school finance, Texas has achieved a high degree of financia
equity for local taxpayers. The provisions of Tier Il, caps on high-wealth districts, and
state support for facilities have al given credence to the concept that Texas does adhere
to the principle of similar revenue for similar tax effort. Thiselement of the late 20"
century must be retained in the 21% century. Equitable support for bothoperations and
facilities is afundamental ingredient of any new school finance system.

Provision of an equitable systemfor property taxpayers does not mean that the state has
an equitable tax structure for the support of public education Although state dollars for
education have increased in recent years, the state’ s share of the total cost of education is
at itslowest in 50 years. The state now bears only 42 percent of the cost. The
partnership has moved from the state-local system visualized by state leaders to a local-
date system.

9 An exception is the mid-sized adjustment, which was adopted in 1995. A technical correction was made
to this adjustment in 2001.
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Under the current system, increases in property values primarily benefit the state (all
other things being equal) by reducing the district’s entitlement to state funds. In other
words, increases in the value of property do not necessarily produce increases in school
district revenue. Unlike cities or counties, which can better keep up with inflation by
reaping and keeping extra tax revenue from higher property values, school districts
cannot keep the tax revenue from higher property values. Nor do the school finance
formulas recognize inflation.

School districts, therefore, have relied on local tax rate increases to keep up with the costs.
As aresult, agrowing number of districts are approaching the $1.50 tax rate cap for
maintenance and operations. At the same time, property value growth is expected to slow
substantially over the next few years. Even a low-down in economic growth creates
fiscal stress on school district budgets. Under the current system, with a capped tax rate
and a slow-to-grow tax base, districts access to additional revenue is sharply restricted.

Flexibility

Increases in funding that the state has authorized over the past three legidative sessions
have been significantly enhanced by the state’s treatment of local property value growth;
the more the local growth, the less the state’ s fill-in-the-difference obligation, which
creates a“surplus’ in the state revenue designated for public education. For three
sessions, the state has used part of this “surplus’ state revenue to increase funding
dedicated to specific purposes, such as tax relief, salary increases, and health insurance
benefits.'® This expansion of “dedicated” new state dollars and the corresponding lack of
“flexible” local dollars has eroded the ability of school districts to make local decisions
that reflect the needs of local constituents — or to meet the coming demands of a more
challenging accountability system.

Cost containment measures

Finaly, school digtricts for years have realized that they will one day hit the $1.50 tax
rate cap for maintenance and operations. To put off reaching that day, many districts
already have aggressively put into place cost containment measures to achieve efficiency.
TSA districts report, for example, that they have reduced staffing, developed staffing
ratios for each type of campus based on student enrollment, cut operating expenses,
implemented energy management programs, eliminated perfect attendance incentive
programs, consolidated summer school programs to save utility costs, put on hold major
purchases such as buses and air conditioning renovation, and charged food services for
their share of utilities.

10 TSA supported the Legislature' s increasing of money for health insurance, because it was a crisis
situation where rapidly escalating costs meant some districts were priced out of offering health insurance.
TSA, however, also supported allowing districts to get flexible funding to address other critical needs, such
as the need to meet the future rising standards in the accountability system.
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V. FUTURE DECISIONS

By 2003, Texas school districts and educators will be swimming against the tide of a
diminishing revenue stream. It will be a year when growing TAKS goals meet owing
tax rolls.

School districts will badly need a revenue stream that keeps up with the costs of
education: the rising academic expectations, the need for qualified personnel, the
challenge of specia population students, school buildings and equipment, technology,
and other rising costs. Helping school districts afford these costs, so that al studentsin
the public education system have the opportunity to demonstrate exenplary performance,
will be the biggest challenge of the coming legidlative sessions.

With these challenges ahead, the Texas School Alliance appreciates the work of the Joint

Select Committee and looks forward to working with the Legislature on this critical issue
in the 2003 session.
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B-8. Funding Public Education
Dick Lavine, Fiscal Analyst, Center for Public Policy Priorities

What Taxes Do We Pay?

School property tax
24%

Other Taxes
23%

City property

Pr rty T
operty Tax o

41%

County property
6%

Special district property
4%

State sales
29%
Local sales
%

Limited Sales and Use Tax

Table3
Cost of Selected Service Exclusions from the Sales Tax

Fiscal Years 2001 to 2006
(in millions of dollars)

Construction labor

New residential construction $252.5 $261.5 $273.4 $288.1 $305.6| $325.6
New nonresidential construction 216.3] 224.0 234.2 246.8 261.7 278.9
Residential repair and remodeling 81.8 84.7 88.6 93.3 99.0 105.4

Personal services

Barber and beauty services 48.3 51.5 54.7 58.4 62.3 67.1
Funeral 427 45.2 47.7 50.6 53.5 56.7
Child day care 1443/ 1505 157.2 1644 1718, 1795
Miscellaneous personal services 12.8 13.6 14.6 15.7 17.0 18.4

Business and professional services

Physicians services 5479 5838 620.7 6631 7074 7612
Dental services 176.2| 1878  199.6| 2133 2275 2448
Other health care 2936 3128 3325 3553 379.0 4079
Legal services 346.1 3688 3921 4189 4469 4809
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Accounting and audit services

Architectural and engineering services
Management consulting and public relations
Contract computer programming

Research and development laboratory services
Economic and sociological research

Testing labs

Advertising media

Employment agency services

Temporary |abor supply

Financial services brokerage

Other financial services

Real estate brokerage and agency

Freight hauling

Other transportation (except scheduled passenger)

Veterinary Services

Other Services

Automotive maintenance and repair
Car washes

Travel arrangement

Private vocational education

Other private educational services
Interior design

Total

Note: Totals may not sum because of rounding.

Carole Keeton Rylander
Texas Comptroller of Public Accounts

168.2
2450
87.0
89.4
36.8
154
36.6
161.1
255
44.5
176.8
66.0
164.4
2135
13.2
274

2210
19.0
30.7
231
21.6

179.2
261.0
92.7
95.3
39.2
16.4
39.0
171.8
27.2
47.4
188.4
68.9
171.6
229.7
141
29.1

2355
20.2
32.7
24.6
231

59

190.5
2775
98.6
101.3
41.6
17.4
41.5
182.6
28.9
50.4
200.2
72.6
180.9
248.8
14.9
31.0

250.3
215
34.8
26.2
245

6.3

203.6
296.5
105.3
108.2
445
18.6
44.3
195.0
30.9
53.8
213.9
77.1
192.0
2715
16.0
33.0

267.5
23.0
37.1
28.0
26.2

6.7
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217.2
316.3
112.3
1155
47.5
19.8
47.3
207.8
32.9
57.4
227.9
82.1
204.4
295.7
17.0
35.3

285.3
24.5
39.6
29.8
27.9

7.2

233.7
340.3
120.9
124.3
51.1
21.3
50.9
2214
35.4
61.8
242.9
87.9
218.8
322.1
18.3
37.9

307.0
26.4
42.6
32.1
30.1

7.7

$4,054.4 $4,297.6 $4,558.0 $4,861.1 $5,183.0 $5,561.8
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Percent of total value
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Section
11.11
11.111

11.12
11.13
(b)

(©

(d)

(n)
11.14
11.145
11.146
11.15
11.16
11.161
11.17
11.1€
11.181
11.182

11.183
11.1¢

11.2
11.21
11.22
11.23
11.24
11.25
11.251
11.2¢
11.27
11.271
11.28
113
11.31
11.32

School Property Tax

Tablel
School Property Tax

Tax Year* 2001 to 2006
(in millions of dollars)

Item
Public property (state and local)
Public property used to provide transitional
housing for indigent persons
Federal exemptions
Residence homesteads:
State mandated $15,000
State mandated 65-and-over or disabled $10,000
Optional over-65 or disabled
Optional percentage
Tangible personal property not producing income
Income-producing tangible personal property having value of less than $500
Mineral interest having value of less than $500
Family supplies
Farm products
I mplements of farming, ranching, and timber
Cemeteries
Charitable organizations
Charitable organizations improving property for |ow-income housing

Community housing development organizations improving
property for low- and moderate-income housing

Associations providing assistance
to ambulatory health care centers

Youth spiritual, mental, and physical
development organizations

Religious organizations

Private schools

Disabled veterans

Miscellaneous exemptions

Historic sites

Marine cargo containers

Freeport Property

65-and-over "tax freeze" on homestead
Solar and wind-powered energy devices
Offshore drilling equipment not in use
Tax abatement

Nonprofit water supply or wastewater service corporation
Pollution control property

Certain water conservation initiatives

2001
cbe

cbe
cbe

2002

cbe

cbe
cbe
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2003
cbe

cbe
cbe

2004

cbe

cbe
cbe

2005
cbe

cbe
cbe

2006

cbe

cbe
cbe

$944.2| $982.3/$1,021.8 $1,063.0 $1,105.9 $1,150.4

159.3
79.0
306.2
cbe
0.1
0.8
che
cbe
che
cbe
che
cbe
che

cbe

cbe

cbe
che
18.0
che
0.9
che
101.4
288.9
15
che
255
cbe
40.3
0.0

165.7
84.7
330.0
cbe
0.1
0.8
che
cbe
che
cbe
che
cbe
che

cbe

cbe

cbe
che
19.0
che
0.9
che
106.8
306.4
1.6
che
20.6
cbe
422
0.0
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90.9
355.6
cbe
0.1
0.8
che
cbe
che
cbe
che
cbe
che

cbe

cbe

cbe
che
19.9
che
0.9
che
112.6
324.9
1.6
che
16.6
cbe
441
0.0

179.3
97.5
383.2
cbe
0.1
0.9
che
cbe
che
cbe
che
cbe
che

cbe

cbe

cbe
che
20.9
che
0.9
che
118.6
344.6
1.6
che
134
cbe
46.2
0.0

147

186.5
104.5
413.0
cbe
0.1
0.9
cbe
che
cbe
che
che
che
che

cbe

cbe

che
cbe
220
che
0.9
che
124.9
365.4
1.6
che
109
cbe
48.3
0.0

194.1
1121
445.0
cbe
0.1
0.9
chbe
cbe
chbe
cbe
che
cbe
che

cbe

cbe

cbe
cbe
231
che
0.9
che
131.6
387.5
1.6
che
8.8
cbe
50.6
0.0
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23.23 Limitation on appraised val ue of homestead (10% cap) 1515 160.7 170.4| 180.7

203.2  |Productivity value loss (Secs. 23.41, 23.52, 23.73 &

23.9803, Tax Code)
311.013 Tax Increment Financing 22.2 20.9 19.6 184

Total

191.6

17.3

1,161.7| 1,232.0 1,306.5/ 1,385.5 1,469.4| 1,558.3

16.3

$3,301.5 |$3,474.4 $3,658.7 $3,854.7 |$4,063.2|$4,284.5

cbe: cannot be estimated because of insufficient appraisal data.
* Tax year means calendar year (January 1 through December 31).
Note: Totals may not add due to rounding.

Carole Keeton Rylander
Texas Comptroller of Public Accounts

STATE REFUNDS FOR ECONOMIC DEVELOPMENT

82 Companies Refunded $10 Million for 2000 School
Taxes

The Texas Tax Code provides for state tax refunds for economic development. Some
Texas property owners are eligible to receive refunds on their net state sales and use taxes
and franchise taxes for paying local school taxes. The total for all refunds collectively
may not exceed $10 million, the maximum amount made available by the Texas
Legidature.

Of the 122 individual refund applications received for 2000 school taxes, the
Comptroller’s office approved 114 applications representing 82 companies. While the
approved 2000 refunds totaled $46.3 million, these 82 companies received prorated
refunds totaling $10 million.

Tax year 2000 was the fourth year that companies could apply for reimbursement of
school taxes paid on a property that received a county or city abatement but not a school
tax abatement. Companies had to file refund applications by July 31, 2001 to reimburse
them for paying 2000 school taxes.

Tax Code Section 111.304 requires the Comptroller’ s office to submit a December 1
report to the Texas Legidature about the annual state refunds for companies who do not
have school tax abatement agreements.

Prior years
Tax year 1997 was the first year that companies could apply for reimbursement of school
taxes paid on a property that received a county or city abatement but not a school tax

abatement. In that year, 10 companies received total refunds of $4,886,663 to reimburse
them for paying 1997 school taxes.
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For tax years 1998 and 1999, the Comptroller’s office refunded the full $10 million to 28
companiesin 1998 and 62 companies in 1999.

No school abatements

Starting in 1997, property owners were eligible to receive refunds on their net state sales
and net franchise taxes. The Tax Code requires the Comptroller’s office to issue state tax
refunds to qualified property owners who entered into property tax abatement
agreements—after January 1, 1996—with a city or county, but not a school district.
Property owners with tax abatement agreements entered into on or before this date were
not eligible for these state refunds.

Refund requirements

To be eligible for arefund, a property owner must have established a new businessin a
reinvestment zone, or expanded or modernized an existing business located in the zone.
The city or county must have granted a tax abatement for the owner’s property, but not
the school district.

Since entering into a city or county abatement agreement, the property owner must have
increased the business's payroll by at least $3,000,000, specific to its property in Texas.
Or, the owner must have increased the abated property’s appraised value by at least
$4,000,000. The maximum refund is the lesser of the school taxes paid or the amount of
net sales and use tax and net franchise tax paid for the tax year the refund is claimed.

The property owner is barred from arefund if the company has agreed to an in-lieuof-
taxes payment—including a gift, grant, donation, or provision of in-kind services—to the
city or county, if the payment exceeds $5,000 in value.

A property owner’s refund equals the school property taxes paid by the owner in that tax
year on property subject to a city or county abatement agreement. The refund also must
be within the state’ s annual cap of appropriated funds for these refunds.

2001 refund applications

To claim arefund for 2001 school taxes, a property owner must submit an applicationto
the Comptroller’s office, along with the school district tax recelpts showing the amount
of school taxes paid on the property and other required documents. A property owner
must file the refund application by July 31, 2002.

Senate Bill 1125 changed Tax Code Section 111.302, effective September 1, 2001.

Tax Code Section 111.302 now gives the Comptroller 90 days, rather than 60 days, to
compute the total amount of eligible refunds.
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A new subsection (d) added to Section 111.302 by the 77th Texas Legidature addresses
county and city agreements with different terms. It states:

“(d) If an eligible person has entered into tax abatement agreements with the
municipality and the county, and the agreements provided to the comptroller show that
the agreements exempt different portions of property value, the refund amount shall be
computed based on the greater of the portions exempted.”

If, in any year, the total amount of all refunds claimed by property owners exceeds $10
million, the Comptroller’s office must reduce each claimant’s refund proportionally so
that all property owners share in the state appropriated $10 million.

The law aso provides that property owners may receive these refunds on state taxes for
the lesser of five years or the duration of the tax abatement agreement with the city or
county. If the property owner or the taxing unit cancels the tax abatement agreement or
the property owner relocates the business outside the reinvestment zone, the owner’s
right to claim arefund ends.

For more information about this state refund program, contact Patricia Bailey at the
Property Tax Division by e-mail to patricia.bailey @cpa.state.tx.us or call 1-800-252-
9121, extension 3-4416. In Austin, call 512/463-4416.

Carole Keeton Rylander
Texas Comptroller of Public Accounts

To improve accuracy of property tax valuations:
Sales price disclosure

Required in 35 states
Can be kept confidential — for use only by appraiser or in appeals

Texasisonly state so dependent on property tax that lacks mandatory disclosure

Mandatory rendition

Model penalty after current provisions for correction of error (Property Tax Code,
sec. 25.25(d))

If business did not render personal property, an appeal would fail if appraised value
were not more than one-third greater than correct value

Homestead, over-65 application supplied at closing
Access to 10% cap, exemption, tax freeze, tax deferral
Increase public acceptance of property tax
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Let’s look at how an income tax could work in Texas.
Take the Kansas tax and apply it to Texas incomes.

Income tax revenue $17.3 billion
Property tax cuts -$11.5 hillion
New state revenue $ 5.8 hillion

An income tax would slash school property taxes by 85%

$16

$14

$12

Rid
e
o

§ Current

s school Property
2 $8 property tax cuts
2 taxes

o

$6

$4

$2

Remaining
taxes
$0 T

Before After

The Deductibility of an Income Tax
Would Ease the Burden on Texas Taxpayers

Net cost to Texas
taxpayers after lower
property taxes, federal
tax deduction changes

Two-thirds of income
tax revenue would be

returned to taxpayers
through lower property
tax rates

$3.1
billion

$11.5
billion

$2.7
billion

Uncle Sam would pick up
18% of the cost of an
income tax through higher
deductions on federal tax
returns

Total income tax revenue = $17.3 billion
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A State Income Tax, With Property Tax Reductions,
Would Benefit Most Texans
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| ssues of Concern to Charter Schools
Christi Martin, Administrator, Association for Charter Educators

RESOURCE GAPSAFFECTING CHARTER SCHOOLS

Limited Accessto L ocally-gener ated Funds

Charter schoolsreceive only a limited share of revenues generated through
local property taxesfor purposes of maintenance or debt service. Local
school districts are able to generate equalized funds above the state guarantee
from their local tax base. These additional local funds are not included in the
state calculation for the “local amount” that is provided to charter schools.

Charter schools have no tax base of their own and thus have no mechanism to
generate these additional funds available to the districts.

I nequitable Application of District-L evel Adjustments

The average charter school receives approximately $1600 less per student
annually than a compar ably-sized district would receive. Thisdifference
results from the fact that for a charter school size-based funding adjustments are
not based on the size of the charter school, but rather on the size of the district(s)
from which it draws students. Most charter schools are very small, but happen to
be located in large urban districts. Thus, most charter schools are effectively
excluded from the Small District Adjustment. At the same time, charter schools
must bear most of the same fixed, administrative costs as traditional school
districts. Small charter schools, like small school districts, need help meeting
these costs because they do not have the same economies of scale as larger
districts.

If the Small District Adjustment were applied in the same way it is applied to
school districts, the average charter school would receive approximately
$6,800 per student. Currently, the average-sized charter hool serves fewer
than 200 students and receives approximately $5209 per student annualy. The
average per pupil amount received by atraditional school district is $6,445.

The statewide averaging formula described in HB 6 createsits own set of
inequities. Under the HB 6 approach, charter schools receive only a very diluted
share of district-level adjustments. Essentially, the funding formula applies a
homogenized version of traditional district funding that simply doesn’t fit charter
schools. Rather than funding charter schools based on their actual size and
location, the HB 6 formula calculates charter funding based on the average size
and cost of education index applicable to the average school district. At a
minimum, this formula should be revised to determine charter school funding
based on average charter school characteristics.
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No Facility Assistance from the State

» Charter schools have accessto neither the Instructional Facility Allotment
(IFA), nor the Existing Debt Allotment. Asapoint of reference, the IFA has
leveraged over $2 billion in state funds for school districts.

= Charter schools do not have the benefit of the backing of the Permanent
School Fund when they seek facility funding through bond financing.
Because of the Permanent School Fund guarantee, school district bonds receive
the highest possible rating whereas charter school bonds are considered
speculative. Consequently, charter schools either are not able to access bond
financing or may only do so at much higher interest rates than those available to
school districts.
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B-10. Financing the Public Schools of Texas. Some issues of Growth, Equity, and
Efficiency
Ray Perryman, President, Perryman Group

FINANCING THE PUBLIC SCHOOLS OF TEXAS:

SOME ISSUES OF GROWTH, EQUITY, AND EFFICIENCY

l. INTRODUCTION

There is perhaps no issue facing the Texas Legidature on an ongoing basis that is more
important, more difficult, or more controversia than that of financing public education
within the state. An excellent school system is essential to the long-term economic
prosperity and quality of life of all Texans. Texasis adding about 70,000 net new
students per year. Moreover, the percentage for which English is a second language and
the proportion coming from households with limited educational backgrounds and
economic disadvantages is escalating. When these demographics redlities, which require
additional financial resources, are combined with rapidly rising costs on many fronts, it is
apparent that educational funding will be under significant and increasing pressure over
time.

Texas has traditionally relied heavily on local property taxes to fund public schools. As
community development patterns evolved toward affluent suburban areas in the 1970s
and 1980s, extreme variations surfaced in the resources available and educational
opportunities offered to students around the state. Legal challenges to the system and
general concern over equity issues led to the creation of the present “Robin Hood” planin
which a portion of the revenue from “ property-wealthy” districts (also known as Chapter
41 districts) is “recaptured” and distributed to “non property-wealthy” districts (also
known as Chapter 42 districts). The plan aso caps local property tax rates for
maintenance and operations (excluding debt service) at $1.50 per $100 valuation. (There
are some minor exceptions to this rule, but they are not material to the overall analysis.)
This transfer now amounts to over $600 million per annum.

Current Problems

Even among those who originally crafted it to meet judicial mandates, Robin Hood was
never regarded as an optimal long-term solution to school financesin Texas.
Nevertheless, it may be regarded as a limited success in the sense that the state now has
one of the most equitable school finance systems in the entire country. Difficulties are
presently occurring on a significant scale in that many districts, including property-
wealthy areas, are at or approaching the rate ceiling. Consequently, the overall level of
resources to fund the system as costs increase is proving to be inadequate. Many districts
with rising property values find their residents facing much higher taxes which are
recaptured into the Robin Hood system, often leaving inadequate resources to fund their
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own enrollment growth. Non-property-wealthy districts are also facing resource
constraints and difficulties in maintaining programs, particularly in rural areas. The
percentage of school revenues derived from local sources (as opposed to state revenue)
has risen substantially in recent years, and litigation regarding the constitutionality of the
system is again being vigorously pursued. When combined with escal ating needs and
fiscal requirements, the issue is again reaching crisis proportions.

These concerns have led many educators and taxpayers to demand that (1) Robin Hood
recapture be reduced or eliminated; (2) overall property tax relief be granted; and (3)
more aggregate funds be made available to pay for public education. Progress on any of
these fronts obvioudly requires that aternative sources of funding be found. (Although
not as widely discussed, there may also be opportunities to reduce costs or at least the

rate of growth in costs through enhanced efficiencies and greater deployment of
technology. It isunlikely that significant savings can be achieved in the immediate future.
Thus, these approaches, while potentially a fruitful topic for long-range discussion and
exploration, are not examined in the present anaysis.)

Public Goods

Whenever the public sector requires additional fiscal resources for any purpose, it must
remove them from circulation among business and households in the private market.
Such extractions clearly reduce activity in the private sector, but are justified when the
benefits to the population exceed the value of the levies. Because the gains to society of
educated citizens exceed the private gains to individuals, schooling would likely be
underconsumed in a market environment. Thus, education is a public good which is
properly provided by government and funded through taxation. This fact has been
recognized and accepted for more than two centuries.

As with any public good, the resources obtained from private sources to support
education should reflect considerations of flexibility, growth potential to meet future
needs, efficiency, and equity. The state and local tax system in Texas has evolved over
an extended period of time and embodies many long-forgotten exigencies and
compromises. Whileit is cumbersome in places and likely far from anything that would
emerge from a laboratory experiment to design a perfect structure, the tax system has
served the needs of the state through numerous changes and challenges. Given the
complexity of the tax environment and the myriad interests surrounding it, a sudden and
drastic overhaul seems improbable. Nevertheless, the quest for a more suitable approach
to school finance also affords an opportunity to thoughtfully examine the overall
framework and make a significant early step toward a more balanced fiscal system.

Purpose of the Study

The purpose of the present study isto analyze key characteristics of several potential
sources of revenue for school finance. The Perryman Group (TPG) was asked to perform
this investigation by a consortium of school districts and educationa organizations.
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These entities, which are listed in Appendix B, represent a broad cross-section of public
school interests; they have not specified any constraints on this analysis or its conclusions.
The results are provided to the Joint Select Committee onPublic School Finance to assist
in deliberations regarding educational funding. The report does not purport to offer a
“magic bullet” solution or to recommend any specific funding mechanism (although the
findings do point in some specific directions). |t seeks merely to offer some observations
and objective criteria by which aternatives may be meaningfully evaluated.

. FRAMEWORK OF THE ANALYSS

The current property tax system will be used as a base for comparative purposes. Itis
assumed that any additional revenue will be used to (1) replace or reduce Robin Hood
recapture, (2) reduce property taxes, and/or (3) provide additional school funding. Thus,
if the new revenue sources have superior characteristics relative to property taxes, their
adoption represents an improvement in the overall system.

I ssues such as growth and flexibility will be assessed using the inherent properties of the
levies and growth projections in the relevant bases derived from the Texas Econometric
Modd!.

Efficiency will be defined in terms of the total loss in economic activity from the
imposition of a$1 billion tax of each type considered. (The amount was chosen purely
because it is a “round” number which facilitates index construction. The same principles
apply irrespective of the amount allocated to new funding or property tax relief.) Thus, a
tax is viewed as relatively more efficient than another if it claims fewer private resources
from its implementation at a common revenue level.

Multiple indicators of foregone activity (expenditures, output, income, and jobs) will be
calculated using the Texas Multi- Regional Impact Assessment System on a detailed
industrial basis. Because the focus of economic development is typically on output
(gross state product) and jobs, these two measures will be used to derive an “efficiency
index” with property taxes assigned a value of 100. Because of different value-added and
labor-intensity factors in various industries, some taxes may show |osses in some activity
measures and gains in others. (Efficiency in collections will also be noted, although it is
not likely to be a highly significant issue.)

Equity in the present context refers to fairness in the allocation of tax collections across
the various sectors of the economy. It will be defined as paying a share of taxes equal to
the corresponding share of real gross state product in each industrial sector. An index
will be created based on statistical variance from this norm, with the property tax again
being set at 100.

With regard to the taxes examined, this report is restricted to major potential revenue
sources. While some additional funds could be found by tweaking various minor levies,
they would not be sufficient to materially impact school finance or address key issues
presently surfacing. A motor fuel tax increase (which would be alocated 75% to
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transportation and 25% to education) is also not examined in detail. While it would
generate a notable increase in funds (probably somewhat less than $200 million per year
assuming a $.05 per gallon increase), it is not enough to offset Robin Hood or add even
1% to overall funding. Moreover, the debate over thisissue is likely to be focused more
on transportation needs than education.

The analysis specifically considers the property tax (as a base), the sales tax, a business
activity (vaue added) tax, the franchise tax, a gross receipts (or transactions) tax, and
(Just for grins) an income tax. If either of the new business taxes (business activity or
gross receipts) were to be imposed, it is assumed that a modest dollar-level exemption
would be incorporated. This approach would eliminate the vast mgjority of potential
firms from taxes with relatively minor revenue consequences and greatly facilitate
collections.

A state property tax (which has been discussed but would require a constitutional
amendment) is also not considered separately. Although there could be some efficiencies
gained in collections, such atax would have virtualy identical overall economic impacts
(and net distributable consequences) as the current system.

It should also be noted that this analysis is conducted based on the initial incidence of the
tax as opposed to the final incidence. This approach stems from three basic
considerations. First, final incidence is impossible to measure with available data, as it
literally changes moment-by- moment in response to supply and demand conditionsin a
multitude of markets. Second, public policy debates (and lobbying activity) are
inevitably formed around initial incidence. Third, individual and corporate decision
making regarding locations and investments tends to be shaped by initia incidence. At a
broad level, studies indicate that direct taxes on business tend to ultimately break out as
(1) 65-70% being passed on to consumers in some form (predominately higher prices), (2)
about 25% being passed on to workers through lower wages and benefits or reduced
hiring, and (3) 5-10% being absorbed as lower profits or returns on investments. Since
workers in Texas are also normally consumers in Texas, the practical effect is that 90-
95% of business taxes are passed through in some form.

As afinal observation before analyzing specific revenue options, the analysis will focus
on the costs to the private sector of withdrawing $1 billion by various mechanisms. In
reality, the losses would be offset to a considerable degree by the spending on education
by the public sector. (Infact, if the spillover benefits of education to society are included,
the benefits likely exceed the costs)) Nonetheless, these gains will be identical

irrespective of the source of the funds and, thus, do not affect the relative efficiency or
equity of various revenue options and are not a part of the current analysis. Each of the
relevant taxes is presently examined.

1. THE PROPERTY TAX

Property taxes have been the mainstay for school finance for severa decades, but it
appears unlikely that they can continue to play this role effectively. The base of this levy,
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the assessed value of taxable property, is an unstable source of growth for revenues.
While long-term increases have occurred and are anticipated for the future, the pace lags
well behind that of other potential funding mechanisms. Over the past 20 years, the base
has risen by 72% as compared with gains of over 250% in other fiscal sources. In fact,
during an extended period from 1985-1995, the property tax base actualy fell, while
other measures rose by more than 60%. Over this same period, average property tax rates
more than doubled. Although values have recovered in recent years, the rate of increase
remains only about 60% as high as adternative bases. The tax also suffers from the fact
that increased property values typically bear little relation to financial liquidity and, thus,
ability to pay.

The Perryman Group is presently projecting that property values will continue to expand
in the future, but at a pace well below that of overall business activity. Moreover, while

it isunlikely that another 10-year stagnation will occur, property values are subject to less
predictability and more prolonged cycles than the economy as awhole. Similarly, the
rate of appreciation varies markedly across areas, thus adding uncertainty and complexity
to the funding process.

With regard to efficiency, the estimated impacts of a hypothetical increase of $1 billion
per year in property taxes on the private economy in Texas is

v' $2.787 billion in annual Total Expenditures;
v $1.289 hillion in annual Gross State Product;
v' $0.747 billion in annual Personal Income;

v $0.326 billion in annua Retail Sales; and

v 21,839 Permanent Jobs

In terms of its claims on private resources, the property tax is relatively efficient in
comparison to other levies. Because of the complexity of the appraisal process,
particularly for business property, it is approximately twice as expensive to administer
per dollar of collections as other revenue sources. Detailed results by industry are
presented in Table A.1 of Appendix A.

The property tax ranks last among the various alternatives in equity. Agriculture pays
about 5.2 times as much in relative terms as its contribution to gross product, and
Transportation, Communications and Utilities (TCU) pays about 2.0 times its output
share. Manufacturing and Mining also pay significantly disproportionate shares.

Because the property tax ranks last in growth potential and equity among magjor potential
levies, it would seem appropriate to diminish its relative importance in the school finance
structure over time. The fact that many districts are now at or near the cap in their rates
only magnifies this problem and further limits flexibility.
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IV. THE SALESTAX

The state sales tax in Texas is currently at 6.25%, with local governments raising the levy
to 8.25% in most major markets. This rate is among the highest in the US, athough the
base has many exemptions. If al such exemptions were eliminated, it would generate
sufficient revenue to replace the property tax entirely. There are many elements of sales,
however, which will likely remain not subject to taxations for reasons of regressivity
(such as food- at- home and medicine) or practicality (such as advertising). The sales tax
base is projected to grow well in excess of the property values and generaly in line with
(slightly below) other overall economic aggregates.

Because of potential variation in the rate and the base, there are myriad possible
combinations of increases. For purposes of the present analysis a hypothetical $1 billion
increase is simulated which consists of approximately $500 million in rates and $500
million from a generic expansion of the base in the service sector. The overall losses to
the private sector from this withdrawal would be

v $2.888 hillion in annual Total Expenditures;
v $1.400 billion in annua Gross State Product;
v $0.849 billion in annual Personal Income;

v" $0.405 billion in annua Retail Sales; and

v 25,735 Permanent Jobs

The detailed results by sector are found in Table A.2.

With regard to efficiency, the sales tax claims more resources than the property tax,
particularly with regard to jobs. The sales tax exhibits considerably greater equity, with
the most significant penalties being in Construction (with tax collections at 2.2 times the
relative level of real gross product), Manufacturing (1.4 times), and Mining (1.3 times).

V. THE BUSINESSACTIVITY (VALUE-ADDED) TAX

One potential aternative tax not presently levied in Texas is the business activity or
value-added tax. Thislevy has been discussed in prior legidative sessions, and is similar
in principle to the current business tax in Michigan (which is highly regarded for its
fairness). It essentially taxes the difference between revenue and the cost of purchased
items and is conceptually quite similar to atax on nominal gross product. The cur rent
gas utility tax in Texasis collected in essentially this manner. Assuming an exemption
for small businessis included, it is very straightforward to administer compared to the
franchise tax. Moreover, the base is expected to grow in line with the general economy
and dightly faster than many other non-property tax sources. One desirable characteristic
of the tax isthat it does not substantially alter economic decisionmaking; companies will
generally try to maximize value-added irrespective of an “ after-the-fact” tax.
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The impact on the private sector of a hypothetical $1 billion business activity tax levy
would be activity reductions of
v $2.893 hillion in annual Total Expenditures;
v $1.422 hillion in annual Gross State Product;
v" $0.838 hillion in annual Personal Income;
v $0.291 hillion in annual Retail Sales; and
v’ 23,406 Permanent Jobs

The losses by major industrial category are given in Table A.3.

In terms of efficiency in the diversion of private activity, the business activity tax is more
efficiert than the sales tax but less than the property tax. Its efficiency projections are far
superior to any other levy examined in this report, with the ratios of relative taxes to
relative output being less than 1.2 for all sectors.

VI.  THE FRANCHISE TAX

The principle method by which Texas currently taxes business at the state level isthe
corporate franchise tax. It is based on either the capital stock or net income of the
company. One proposal that has been widely discussed is to modify the structure to
include unincorporated enterprises. As presently implemented, the tax can be avoided by
changing organizational form and many firms successfully reduce or eliminate their
liability (to the point that many tax professionals refer to the franchise tax as “voluntary”).
The base of the tax is projected to dightly exceed overal economic growth and to expand
in line with future revenue needs. Because changing the base would potentialy involve
taxing individuals on a portion of their income, this approach could potentially raise
constitutional issues.

Assuming a $1 hillion hypothetical franchise tax increase is achieved through a mixture

of modifying the base and increasing the rate, the aggregate effect in private sector is
estimated at

v' $2.846 billion in annual Total Expenditures;
v $1.341 billion in annual Gross State Product;
v' $0.777 billion in annual Personal Income;

v $0.273 billion in annual Retail Sales; and

v 21,483 Permanent Jobs
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Disaggregated sectoral results are given in Table A 4.

The franchise tax only dightly less efficient than the property tax and superior to severa
other revenue alternatives according to this criteria. Its provisions related to capital cause
it to be moderately less equitable than some of the other sources, athough it is much

more balanced than the property tax. The most disadvantaged sectors are Manufacturing
(with a 1.7 ratio of relative taxesto relative real gross product) and TCU (with a 1.3 ratio).
The levy on capita is also not specifically related to ability to pay in a given period.

VIl. THE GROSSRECEIPTSTAX

The gross receipts tax is levied on the total revenues of afirm. It is conceptualy
equivalent to a transactions tax (atax each time money changes hands), differing
essentially only in the point of collection. If small business exclusions are implemented,
the tax is relatively easy to administer. If this type of funding were implemented, there
would likely be intense political pressure to exempt certain categories of goods and
services. The gross receipt tax has previously been examined in Texas (the
Telecommunications Infrastructure Fund is essentially such atax on a single industry),
and Washington uses it (with varying rates for industrial sectors) as its principle form of
business tax. The growth in the base generally tracks overall economy activity. One
drawback of the tax is the tendency toward “pyramiding” in that the tax is collected at
each stage of the productions process. It also is subject to problems associated with
discounting, as lower prices may drive higher gross receipts yet lower per unit profits.
Both of these drawbacks are relative minor.

A hypothetical $1 billion gross receipts tax would reduce aggregate private sector activity
as follows:
v' $2.756 hillion in annual Total Expenditures;
v' $1.280 billion in annual Gross State Product;
v $0.740 billion in annual Personal Income;
v $0.236 hillion in annual Retail Sales; and
v 20,045 Permanent Jobs

See Table A.5 for sectoral findings.

This levy exhibits the most efficient use of revenues of all revenue sources considered.
Its equity properties are also reasonably good, although well below those of the business
activity tax. In particular, Mining (with atax percentage ailmost 2 times its output
percentage) and Retail Trade (with a corresponding rate of 1.6) are disadvantaged by this
approach.
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VIII. THEINCOME TAX (JUST FOR GRINS)

The absence of a state personal income tax is considered to be virtually aright of
citizenship in Texas. It has little political support and requires a constitutional
amendment for implementation. Nonetheless, it is appropriate to include it in the present
analysis for comparative purpose and, as it turns out, to provide still another rationale to
avoid it.

The base of the tax grows generally in line with (dightly below) overall business
expansion, and administration is relative smple (particularly if it istied to the federal
levy). The vast mgjority of states collect this tax, and the lack of a personal income tax in
Texasis often cited as an advantage in economic development.

A hypothetical (purely hypothetical) income tax of $1 billion leads to an overall decrease
in private business performance of

v $2.805 hillion in annual Total Expenditures,
v $1.374 billion in annual Gross State Product;
v $0.832 hillion in annual Personal Income;

v $0.527 hillion in annual Retail Sales; and

v’ 27,565 Permanent Jobs

Detailed results for industrial sectors are exhibited in Table A.6

The income tax is the least efficient of all the funding sources considered. In other words,
levying an income tax removes more private resources from productive use than any
other major potential revenue source. Given that the tax is paid entirely by individuals, it
isimpossible to provide an equity measure that is strictly comparable to those computed
for the aternatives previously examined. In order to make areasonably similar construct,
it is assumed that the revenues derived from income earned in each sector impacts the
corresponding cost structure of relevant firms. Because income taxes directly affect
“take home pay,” it is reasonable to assume that workers will seek to negotiate additional
compensation from their employers to offset the tax. This pattern is observed in other
states. The results of this analysis reveals that the personal income tax has equity
properties which are in line with severa of the aternative sources. In any case, the
overall characteristics of the income tax are less attractive than those of several other
potential funding mechanisms.

IX.  SYNOPSIS
This report has offered a comprehensive assessment of potential revenue sources to

reform and expand the funding of public education. The chart below summarizes key
findings.
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Tablel

Synopsis of Indicators of Relative Performance of Alter native Revenue Sour ces
(Property Tax=100 in all cases)

Revenue Source Growth Index Efficiency Index Equity Index
(Higher Values (Lower Vaues (Lower Values
Reflect Greater Indicate Greater Indicate Greater
Growth Potential) Efficiency) Equity)

Property Tax 100.0 100.0 100.0

Sales Tax 123.9 113.2 61.0

Business Activity

Tax 125.9 108.7 174

Franchise Tax 126.8 101.2 66.2

Gross Receipts Tax 124.4 95.5 57.8

Personal Income

Tax 125.7 116.4 61.6

This analysisis designed to provide objective information to assist in the evaluation of
this critical issue for the future of Texas. Not surprisingly, no single measure emerged as
optimal across all criteria. Moreover, the relative weights to be given to growth,
efficiency, and equity are largely a matter of individual preference. Overal, it appears
that the business activity tax provided the best combination of attributes, while franchise
tax expansion and gross receipts levies also merit further consideration. Some type of
hybrid approach containing elements of various measures is also possible, although it
could add to administrative complexity.

It should aso be noted that any effort to fundamentally change the school finance
structure, even incrementally, will be the subject of intense debate and controversy.
There are winners and losers in every potential modification. The issue will also
inevitably have to be balanced with other fiscal priorities and overall patternsin tax
policy. Nonetheless, this study clearly points to numerous options which could enhance
the overall equity, efficiency, and ability to respond to increasing needs beyond the
current public education funding mechanism. These options are clearly worthy of further
discussion and consideration as the process of reforming and expanding school finance
unfolds.

Respectfully submitted,

MGy

M. Ray Perryman, President
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Detailed Sectoral Results
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TABLE A.1

THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM A
PROPERTY TAX ON BUSINESS ACTIVITY IN TEXAS

DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$128,186,891 -$38,018,296 -$23,352,795 -658
Forestry & Fishery Products -$9,026,799 -$4,011,402 -$1,426,211 -35
Coal Mining -$7,927,708 -$2,458,701 -$2,403,841 -30
Crude Petroleum & Natural Gas -$114,537,467 -$23,150,311 -$11,574,497 -97
Miscellaneous Mining -$2,409,325 -$785,699 -$586,484 -10
New Construction -$9,235,467 -$4,107,743 -$3,288,211 -70
Maintenance & Repair Construction -$68,775,433 -$37,511,604 -$30,027,711 -637
Food Products & Tobacco -$110,500,271 -$29,902,740 -$13,701,876 -383
Textile Mill Products -$1,595,131 -$426,972 -$324,336 -9
Apparel -$18,999,256 -$8,315,095 -$5,331,861 -218
Paper & Allied Products -$19,322,429 -$6,793,117 -$3,940,795 -87
Printing & Publishing -$25,783,721 -$11,731,290 -$8,502,644 -215
Chemicals & Petroleum Refining -$172,153,272 -$24,024,708 -$14,190,832 -171
Rubber & Leather Products -$17,487,306 -$7,613,964 -$4,341,186 -124
Lumber Products & Furniture -$11,094,614 -$4,273,922 -$2,743,350 -79
Stone, Clay, & Glass Products -$11,913,055 -$6,674,581 -$3,267,974 -81
Primary Metal -$13,148,516 -$3,895,854 -$2,674,223 -54
Fabricated Metal Products -$24,645,839 -$9,210,295 -$6,010,131 -143
Machinery, Except Electrical -$24,069,928 -$12,779,523 -$7,009,770 -111
Electric & Electronic Equipment -$23,156,250 -$16,357,600 -$7,853,283 -121
Motor Vehicles & Equipment -$8,496,966 -$1,693,224 -$1,264,678 -26
Transp. Equip., Exc. Motor Vehicles -$9,624,651 -$3,295,286 -$3,104,129 -54
Instruments & Related Products -$5,497,378 -$1,962,204 -$1,818,451 -34
Miscellaneous Manufacturing -$6,865,442 -$2,807,222 -$1,856,133 -44
Transportation -$119,830,235 -$77,688,582 -$49,793,008 -1,020
Communication -$87,966,180 -$62,513,119 -$23,169,930 -317
Electric, Gas, Water, Sanitary Services -$253,239,672 -$65,548,175 -$24,648,410 -210
Wholesale Trade -$104,337,765 -$78,152,319 -$40,705,872 -792
Retail Trade -$326,554,162 -$268,801,319 -$161,798,082 -6,443
Finance -$49,833,377 -$31,803,123 -$15,687,603 -262
Insurance -$51,574,565 -$30,252,703 -$19,496,925 -372
Real Estate -$400,713,952 -$89,787,865 -$12,149,829 -199
Hotels, Lodging Places, Amusements -$31,707,496 -$16,482,016 -$10,743,948 -422
Personal Services -$66,969,952 -$41,682,302 -$32,235,400 -901
Business Services -$116,209,020 -$73,179,373 -$58,242,348 -1,148
Eating & Drinking Places -$148,473,733 -$85,966,670 -$46,260,578 -3,340
Health Services -$103,036,419 -$70,271,222 -$60,937,855 -1,528
Miscellaneous Services -$79,987,169 -$32,116,989 -$28,571,865 -1,085
Households -$2,984,776 -$2,984,776 -$2,919,805 -309
Total -$2,787,871,588 -$1,289,031,905 -$747,956,859 -21,839
All monetary values are given in constant (2001) dollars.
SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group
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TABLE A.2

THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM A
SALES TAX ON BUSINESS ACTIVITY IN TEXAS

DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$59,860,109 -$18,119,336 -$11,129,835 -312
Forestry & Fishery Products -$1,869,514 -$1,478,959 -$525,818 -12
Coal Mining -$6,616,811 -$2,054,190 -$2,008,353 -24
Crude Petroleum & Natural Gas -$96,340,555 -$19,462,317 -$9,730,625 -81
Miscellaneous Mining -$2,284,941 -$777,928 -$580,672 -9
New Construction -$32,007,865 -$14,236,427 -$11,396,133 -243
Maintenance & Repair Construction -$80,022,584 -$43,364,319 -$34,712,752 -735
Food Products & Tobacco -$111,431,397 -$31,510,955 -$14,438,783 -403
Textile Mill Products -$1,647,516 -$431,241 -$327,574 -9
Apparel -$20,816,519 -$9,099,742 -$5,835,009 -241
Paper & Allied Products -$19,968,459 -$6,985,225 -$4,052,222 -90
Printing & Publishing -$27,231,671 -$12,365,564 -$8,962,357 -228
Chemicals & Petroleum Refining -$148,375,644 -$20,459,835 -$12,085,150 -147
Rubber & Leather Products -$17,432,680 -$7,611,134 -$4,339,568 -126
Lumber Products & Furniture -$10,851,491 -$4,167,127 -$2,674,797 77
Stone, Clay, & Glass Products -$13,256,696 -$7,371,252 -$3,609,071 -90
Primary Metal -$12,496,388 -$3,738,126 -$2,565,954 -53
Fabricated Metal Products -$25,324,060 -$9,367,299 -$6,112,596 -145
Machinery, Except Electrical -$20,900,097 -$11,040,424 -$6,055,836 -97
Electric & Electronic Equipment -$19,697,284 -$13,796,327 -$6,623,618 -102
Motor Vehicles & Equipment -$8,618,689 -$1,708,076 -$1,275,770 -26
Transp. Equip., Exc. Motor Vehicles -$7,834,120 -$2,627,684 -$2,475,281 -42
Instruments & Related Products -$4,954,363 -$1,743,004 -$1,615,314 -30
Miscellaneous Manufacturing -$7,015,887 -$2,874,448 -$1,900,590 -45
Transportation -$92,768,404 -$63,363,472 -$40,611,605 -831
Communication -$77,311,443 -$54,979,009 -$20,377,485 -279
Electric, Gas, Water, Sanitary Services -$190,508,465 -$49,580,224 -$18,643,898 -157
Wholesale Trade -$127,564,016 -$95,553,983 -$49,769,595 -968
Retail Trade -$405,472,770 -$333,780,054 -$200,910,382 -7,999
Finance -$41,689,996 -$26,347,218 -$12,996,349 -217
Insurance -$50,395,985 -$28,543,157 -$18,395,187 -350
Real Estate -$415,341,572 -$69,902,624 -$9,459,020 -156
Hotels, Lodging Places, Amusements -$44,207,719 -$22,808,012 -$14,867,623 -586
Personal Services -$87,296,848 -$54,375,567 -$42,051,845 -1,176
Business Services -$167,936,184 -$107,272,127 -$85,376,229 -1,682
Eating & Drinking Places -$182,054,771 -$105,415,980 -$56,726,691 -4,095
Health Services -$140,561,976 -$95,397,626 -$82,727,011 -2,073
Miscellaneous Services -$105,049,679 -$42,748,886 -$38,030,209 -1,444
Households -$3,392,876 -$3,392,876 -$3,319,027 -350
Total -$2,888,408,046 -$1,399,851,755 -$849,295,836 -25,735

All monetary values are given in constant (2001) dollars.

SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group

166 Report of the Joint Select Committee on Public School Financeto the 78" Legislature



Exhibit - B-10

TABLE A.3
THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM A
BUSINESS ACTIVITY (VALUE-ADDED) TAX ON BUSINESS ACTIVITY IN TEXAS

DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$69,348,281 -$21,095,995 -$12,958,243 -364
Forestry & Fishery Products -$2,971,376 -$1,746,889 -$621,082 -14
Coal Mining -$6,414,769 -$1,983,145 -$1,938,904 -24
Crude Petroleum & Natural Gas -$133,672,889 -$27,022,600 -$13,510,542 -113
Miscellaneous Mining -$2,741,926 -$920,933 -$687,426 -11
New Construction -$36,030,470 -$16,025,604 -$12,828,349 -273
Maintenance & Repair Construction -$79,382,216 -$43,613,289 -$34,912,040 -740
Food Products & Tobacco -$106,759,496 -$29,882,851 -$13,692,766 -382
Textile Mill Products -$1,612,746 -$436,179 -$331,318 -9
Apparel -$20,272,144 -$8,874,415 -$5,690,520 -234
Paper & Allied Products -$19,943,212 -$7,010,209 -$4,066,710 -92
Printing & Publishing -$28,513,569 -$12,891,727 -$9,343,712 -238
Chemicals & Petroleum Refining -$165,134,441 -$23,160,089 -$13,680,118 -167
Rubber & Leather Products -$18,280,218 -$7,968,910 -$4,543,568 -131
Lumber Products & Furniture -$12,167,188 -$4,664,318 -$2,993,953 -86
Stone, Clay, & Glass Products -$14,278,548 -$7,884,332 -$3,860,273 -96
Primary Metal -$14,106,277 -$4,226,124 -$2,900,924 -61
Fabricated Metal Products -$27,419,164 -$10,213,858 -$6,665,013 -160
Machinery, Except Electrical -$24,053,938 -$12,756,984 -$6,997,403 -112
Electric & Electronic Equipment -$22,918,298 -$16,160,003 -$7,758,409 -121
Motor Vehicles & Equipment -$8,797,923 -$1,724,565 -$1,288,074 -26
Transp. Equip., Exc. Motor Vehicles -$9,300,072 -$3,157,259 -$2,974,115 -51
Instruments & Related Products -$5,624,663 -$1,984,358 -$1,838,998 -34
Miscellaneous Manufacturing -$7,372,696 -$3,018,671 -$1,995,941 -48
Transportation -$111,326,997 -$73,319,431 -$46,992,679 -963
Communication -$76,979,061 -$54,672,386 -$20,263,834 -278
Electric, Gas, Water, Sanitary Services -$198,123,795 -$51,502,024 -$19,366,548 -164
Wholesale Trade -$180,543,690 -$135,231,130 -$70,435,557 -1,371
Retail Trade -$290,608,352 -$239,213,208 -$143,988,269 -5,734
Finance -$62,330,710 -$39,857,742 -$19,660,720 -332
Insurance -$59,745,396 -$35,793,172 -$23,067,575 -440
Real Estate -$394,862,571 -$116,056,146 -$15,704,370 -261
Hotels, Lodging Places, Amusements -$43,836,871 -$22,039,350 -$14,366,560 -567
Personal Services -$53,005,629 -$32,674,690 -$25,269,267 -705
Business Services -$214,449,650 -$140,999,925 -$112,219,677 -2,211
Eating & Drinking Places -$140,687,836 -$81,458,759 -$43,834,765 -3,165
Health Services -$126,339,130 -$83,996,401 -$72,840,084 -1,826
Miscellaneous Services -$99,846,728 -$43,228,900 -$38,457,221 -1,460
Households -$3,338,500 -$3,338,500 -$3,265,841 -344
Total -$2,893,141,436 -$1,421,805,071 -$837,811,368 -23,406
All monetary values are given in constant (2001) dollars.
SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group
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TABLE A4
THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM A
FRANCHISE TAX ON BUSINESS ACTIVITY IN TEXAS

DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$66,578,549 -$19,731,769 -$12,120,274 -342
Forestry & Fishery Products -$2,356,937 -$1,501,223 -$533,754 -12
Coal Mining -$7,109,947 -$2,197,680 -$2,148,654 -26
Crude Petroleum & Natural Gas -$144,950,183 -$29,305,096 -$14,651,727 -123
Miscellaneous Mining -$3,151,335 -$1,028,153 -$767,470 -13
New Construction -$20,662,965 -$9,190,456 -$7,356,881 -157
Maintenance & Repair Construction -$69,818,119 -$38,664,329 -$30,950,455 -657
Food Products & Tobacco -$118,199,906 -$32,801,385 -$15,030,079 -422
Textile Mill Products -$1,936,874 -$522,671 -$397,041 -11
Apparel -$21,252,073 -$9,306,548 -$5,967,610 -246
Paper & Allied Products -$24,372,379 -$8,647,967 -$5,016,808 -111
Printing & Publishing -$31,482,964 -$14,327,431 -$10,384,293 -264
Chemicals & Petroleum Refining -$235,387,292 -$34,404,899 -$20,322,182 -246
Rubber & Leather Products -$22,936,552 -$9,937,051 -$5,665,705 -164
Lumber Products & Furniture -$16,774,775 -$6,465,546 -$4,150,104 -120
Stone, Clay, & Glass Products -$17,091,192 -$9,451,811 -$4,627,738 -116
Primary Metal -$19,844,895 -$5,843,465 -$4,011,122 -85
Fabricated Metal Products -$34,861,535 -$13,179,318 -$8,600,109 -206
Machinery, Except Electrical -$37,879,093 -$20,137,295 -$11,045,619 -178
Electric & Electronic Equipment -$35,964,268 -$25,797,926 -$12,385,585 -193
Motor Vehicles & Equipment -$10,924,083 -$2,196,874 -$1,640,858 -34
Transp. Equip., Exc. Motor Vehicles -$15,364,170 -$5,352,519 -$5,042,029 -89
Instruments & Related Products -$8,539,150 -$3,074,016 -$2,848,818 -54
Miscellaneous Manufacturing -$8,911,877 -$3,644,046 -$2,409,441 -58
Transportation -$121,752,014 -$78,464,133 -$50,290,070 -1,031
Communication -$79,883,309 -$56,723,986 -$21,024,237 -289
Electric, Gas, Water, Sanitary Services -$223,866,095 -$57,949,198 -$21,790,909 -184
Wholesale Trade -$172,323,449 -$129,075,588 -$67,229,420 -1,309
Retail Trade -$272,783,336 -$224,538,984 -$135,155,502 -5,382
Finance -$54,264,950 -$34,767,154 -$17,149,668 -290
Insurance -$52,882,159 -$31,384,663 -$20,226,449 -386
Real Estate -$346,499,427 -$98,135,044 -$13,279,348 =217
Hotels, Lodging Places, Amusements -$32,728,412 -$16,625,685 -$10,837,598 -427
Personal Services -$45,978,435 -$28,372,489 -$21,942,138 -613
Business Services -$153,721,818 -$99,855,764 -$79,473,667 -1,566
Eating & Drinking Places -$132,727,243 -$76,850,738 -$41,355,069 -2,986
Health Services -$96,947,360 -$64,958,493 -$56,330,763 -1,412
Miscellaneous Services -$79,877,943 -$33,833,143 -$30,098,572 -1,143
Households -$3,097,246 -$3,097,246 -$3,029,847 -321
Total -$2,845,684,309 -$1,341,341,782 -$777,287,613 -21,483

All monetary values are given in constant (2001) dollars.

SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group
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TABLE A5
THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM A
GROSS RECEIPTS TAX ON BUSINESS ACTIVITY IN TEXAS
DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$79,835,196 -$24,994,246 -$15,352,748 -431
Forestry & Fishery Products -$4,069,380 -$2,059,570 -$732,259 -17
Coal Mining -$6,729,673 -$2,082,034 -$2,035,582 -25
Crude Petroleum & Natural Gas -$223,069,978 -$45,099,965 -$22,548,696 -191
Miscellaneous Mining -$3,563,907 -$1,209,220 -$902,638 -16
New Construction -$37,672,398 -$16,755,895 -$13,412,945 -285
Maintenance & Repair Construction -$81,390,621 -$44,841,694 -$35,895,373 -761
Food Products & Tobacco -$102,404,348 -$28,253,750 -$12,946,296 -362
Textile Mill Products -$1,630,238 -$446,732 -$339,340 -9
Apparel -$19,040,880 -$8,334,762 -$5,344,470 -221
Paper & Allied Products -$20,002,777 -$7,076,605 -$4,105,236 -92
Printing & Publishing -$27,064,122 -$12,274,926 -$8,896,674 -225
Chemicals & Petroleum Refining -$188,032,240 -$27,104,552 -$16,010,009 -195
Rubber & Leather Products -$19,039,971 -$8,264,261 -$4,711,955 -136
Lumber Products & Furniture -$13,825,836 -$5,289,088 -$3,394,970 -98
Stone, Clay, & Glass Products -$15,839,144 -$8,657,691 -$4,238,934 -105
Primary Metal -$16,839,046 -$5,032,251 -$3,454,280 -72
Fabricated Metal Products -$31,053,448 -$11,672,728 -$7,616,996 -183
Machinery, Except Electrical -$29,759,534 -$15,819,827 -$8,677,420 -140
Electric & Electronic Equipment -$27,484,118 -$19,579,169 -$9,399,974 -147
Motor Vehicles & Equipment -$9,051,801 -$1,807,549 -$1,350,052 -27
Transp. Equip., Exc. Motor Vehicles -$11,393,586 -$3,930,341 -$3,702,338 -65
Instruments & Related Products -$6,532,838 -$2,335,863 -$2,164,746 -40
Miscellaneous Manufacturing -$7,452,162 -$3,039,780 -$2,009,896 -48
Transportation -$108,879,348 -$70,682,639 -$45,302,671 -928
Communication -$72,207,498 -$51,285,606 -$19,008,554 -260
Electric, Gas, Water, Sanitary Services -$198,777,024 -$51,503,311 -$19,367,026 -163
Wholesale Trade -$136,919,205 -$102,549,129 -$53,413,032 -1,040
Retail Trade -$236,457,891 -$194,640,588 -$117,158,914 -4,665
Finance -$59,185,980 -$37,958,153 -$18,723,703 -316
Insurance -$55,083,917 -$33,218,651 -$21,408,380 -408
Real Estate -$372,478,528 -$113,886,623 -$15,410,814 -254
Hotels, Lodging Places, Amusements -$33,353,340 -$16,890,686 -$11,010,338 -434
Personal Services -$44,616,777 -$27,527,679 -$21,288,778 -595
Business Services -$160,707,584 -$104,691,201 -$83,322,110 -1,642
Eating & Drinking Places -$114,201,572 -$66,122,748 -$35,582,105 -2,568
Health Services -$98,321,914 -$65,699,234 -$56,973,118 -1,428
Miscellaneous Services -$79,574,885 -$33,975,451 -$30,225,185 -1,148
Households -$2,947,269 -$2,947,269 -$2,883,136 -305
Total -$2,756,489,974 -$1,279,541,467 -$740,321,691 -20,045
All monetary values are given in constant (2001) dollars.
SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group
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TABLE A.6

THE IMPACT OF A HYPOTHETICAL $1 BILLION REVENUE INCREASE FROM AN
INCOME TAX ON BUSINESS ACTIVITY IN TEXAS
DETAILED SECTORAL RESULTS

Employment

Total Gross Personal (Permanent
Sector Expenditures Product Income Jobs)
Agricultural Products & Services -$51,856,557 -$15,632,866 -$9,602,511 -272
Forestry & Fishery Products -$1,309,558 -$1,432,600 -$509,349 -13
Coal Mining -$7,007,974 -$2,181,657 -$2,132,981 -28
Crude Petroleum & Natural Gas -$37,518,336 -$7,560,082 -$3,779,829 -33
Miscellaneous Mining -$902,624 -$305,503 -$228,045 -4
New Construction $0 $0 $0 0
Maintenance & Repair Construction -$67,802,021 -$35,768,970 -$28,632,739 -610
Food Products & Tobacco -$106,033,174 -$30,406,384 -$13,932,653 -392
Textile Mill Products -$1,394,222 -$354,135 -$269,012 -9
Apparel -$19,329,283 -$8,445,910 -$5,415,749 -225
Paper & Allied Products -$16,722,459 -$5,767,111 -$3,345,585 =77
Printing & Publishing -$23,537,892 -$10,733,547 -$7,779,508 -200
Chemicals & Petroleum Refining -$87,957,458 -$10,588,185 -$6,254,196 =77
Rubber & Leather Products -$12,776,035 -$5,633,081 -$3,211,761 -95
Lumber Products & Furniture -$5,280,560 -$2,057,210 -$1,320,483 -40
Stone, Clay, & Glass Products -$6,859,130 -$4,060,822 -$1,988,233 51
Primary Metal -$5,523,625 -$1,657,126 -$1,137,499 -25
Fabricated Metal Products -$13,972,252 -$4,963,747 -$3,239,072 -78
Machinery, Except Electrical -$8,635,705 -$4,508,538 -$2,473,001 -41
Electric & Electronic Equipment -$8,372,155 -$5,489,482 -$2,635,501 -42
Motor Vehicles & Equipment -$6,740,329 -$1,320,014 -$985,923 -22
Transp. Equip., Exc. Motor Vehicles -$2,929,094 -$869,777 -$819,328 -15
Instruments & Related Products -$2,356,931 -$792,735 -$734,661 -15
Miscellaneous Manufacturing -$5,404,825 -$2,224,282 -$1,470,691 -37
Transportation -$79,327,218 -$56,270,353 -$36,065,398 -740
Communication -$82,727,422 -$58,878,441 -$21,822,768 -302
Electric, Gas, Water, Sanitary Services -$201,479,277 -$52,485,070 -$19,736,219 -170
Wholesale Trade -$85,153,995 -$63,792,327 -$33,226,431 -648
Retail Trade -$527,473,009 -$434,211,489 -$261,362,506 -10,410
Finance -$35,881,050 -$22,370,939 -$11,034,965 -188
Insurance -$49,290,698 -$27,367,306 -$17,637,375 -339
Real Estate -$491,994,795 -$57,541,414 -$7,786,334 -130
Hotels, Lodging Places, Amusements -$41,859,406 -$22,188,605 -$14,463,847 -573
Personal Services -$116,695,344 -$73,021,821 -$56,472,097 -1,584
Business Services -$110,058,798 -$66,403,223 -$52,849,306 -1,042
Eating & Drinking Places -$228,861,179 -$132,519,109 -$71,311,472 -5,150
Health Services -$146,129,659 -$100,985,124 -$87,572,376 -2,197
Miscellaneous Services -$104,502,396 -$39,844,953 -$35,446,807 -1,347
Households -$3,332,083 -$3,332,083 -$3,259,556 -346
Total -$2,804,988,528 -$1,373,966,021 -$831,945,767 -27,565

All monetary values are given in constant (2001) dollars.

SOURCE: Texas Multi-Regional Impact Assessment System, The Perryman Group
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District Property Values

= District property
values have
increased
significantly in the
past few years

Values in the chart
represent the year
in which they apply
for state aid
purposes; the tax
year is two years
prior.

District Property Values
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Average Daily Attendance

ADA increases about 2% per year
Each year between 60,000-70,000 students are added to the system

| o

Note: 2003 “actual” are the preliminary local
assigned values from the Comptroller's
preliminary 2001 study. The chart represents
increase over prior year values.

Tax Rates

» Nominal rates are set by
school districts and are
the quotient of local levy
divided by current year
property values

Effective rates are used
for the calculation of
state aid and are the
quotient of local
divided by

;i
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Comparison of Effective & Nominal Tax Rates

prior year property
values
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Thompson

Findings:

> The total estimated one-year cost of this proposal is $1.3 billion

~ No districts lose state aid, all districts experience an increase in

state and total revenue

Thompson

Plan Elements

Single tier with a $30 per penny yield up to $1.50

Recapture begins at $300,000 in wealth per WADA and
increases with each penny of effort over $1.40

R

v

Dana Center's “salary and benefits” rolling average CEI model

v

Elimination of current law hold harmless provisions

> Creates new provision allowing districts with $1.50 tax rates to
generate additional revenue

Thompson

Generates more state aid and more total revenue to all types
of school districts.

v

The average statewide state aid increase is $251 per ADA

Excluding Chapter 41 districts that generate on average $50 in
state aid per ADA, the statewide average increase is $276 in
state aid per ADA

R
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Thompson

Chapter 41 Districts

Local revenue per ADA increases, as the proposal allows
Chapter 41 districts access to more local revenue than under
current law

v

The average increase in local revenue for Chapter 41 districts i s
$753 per ADA

v

Foster

Plan Elements:

Detaches non -residential property from Chapter 41 districts and
annexes it to Chapter 42 districts

Provides mechanism for districts to generate state aid at tax
rates over $1.50

Requires the state to maintain the 85% of students in the
equalized system in both years of the biennium

Thompson

Gap Districts

> Current law “gap” districts experience significant state aid
increases as compared to current law

> Average state aid increase for gap districts is $275 per ADA

Foster

cost of tal to eligible districts
is $272 million annually

~ Average assistance for the 290 eligible districts is $176 per ADA

\

Supplemental assistance would primarily benefit small, rural
districts and certain low and mid wealth districts. Large
suburban and high wealth districts tend to benefit the least

Foster

Findings:

Detachment and annexation (D&A) of non -residential property is
virtually revenue-neutral from the state’s perspective

D&A increases the ability of property -poor districts to generate
revenue locally, thus decreasing the amount of state aid they
earn. Conversely D&A automatically limits the ability of property-
wealthy districts to earn local revenue above the current law
recapture level

D&A also eliminates the “windfall” currently earned by property-
poor partner districts, as recapture is paid based on the WADA
of the property -wealthy partner

M oak/Casey

Tax Rate and Property Value Adjustments

» Property Values
Local Values
Current Year Values

» Tax Rates
Actual tax rates, except for local optional exemptions

M oak/Casey

Plan Elements:

Restructure the Foundation School Program

Single-tier guaranteed yield program with recapture

Guarantee all districts a revenue yield equal to the 95th
percentile of wealth per WADA

v

Provide annual costof-living plus 1% for all districts, regardless
of wealth

Equalized wealth level would be statutorily established at the
95th percentile

M oak/Casey

~ Replace compensatory education weight with an “atrisk” weight

\

Replace bilingual education weight with “limited-English
proficient” weight

\

Simplify special education weights; uses current special
education weights reduced by 1.0 for proxy of simplified system

v

Add an indirect cost factor based on federal indirect costtype
calculation

M oak/Casey

Modify calculation of per pupil entitlements, creating a
“Program Factors” adjustment

Create entitlement for full-day Pre-K programs for all four-year-
olds

Create a high school weight (1.05) and eliminate career &
technology and gifted & talented weights

Create first-year student weight for fast-growth districts
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Create a “Community Factors” adjustment

v

Transportation allocation converted to weighted adjustment

Create single, small/mid -size adjustment formula, with
adjustment based on student density

Amend costof-education index using a modified Essentials
Index (Dana Center) and multiply value by 0.6 (rather than 0.71)
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M oak/Casey

Modify certain current categorical programs

Eliminate compensatory education set-asides and replace with
state funding for assessment costs

Eliminate 9th grade, earlyelementary education, and
technology allotments

\

v

Eliminate current hold harmless provisions for homestead
exemption, teacher salaries, and health insurance

Expand textbook program to incorporate high-cost instructional
technology systems

M oak/Casey

Teacher Health Insurance

Separate funding of health insurance

Retention of current $1,000 health insurance/compensation
allotment

State funding for basic insurance plan in excess of required
local contribution

Specific insurance allotment to replace current formula funding
of insurance contribution

M oak/Casey

Facilities

v

Modifications to facilities funding: Create funding assumptions
for facilities based on expected funding needs of $3 billion in
capital funds per year

Constitutional amendment to validate modified funding system

Increase TEA review

Automatic EDA-type funding

Expansion of IFA program to include equipment and approved
administrative facilities

v

M oak/Casey

Findings:
Formula Changes

Net state aid increase associated with formula adjustments is
$6.4 billion

» Formula changes included in this estimate are: CEI change,
inclusion of pre-kindergarten ADA, weights changes, yield and
recapture threshold increases

Al categories of districts would realize increased state aid and
total revenue under the proposal

M oak/Casey

Other elements

» Elimination of funding for certain categorical programs (e.g, 9"
grade and early-elementary education) savesthe state an
estimated $450 million

» Changes to teacher health insurance funding increase state
costs by $490 million

Common Themes & |ssues

Permanently Extend the Eligibility Date for the Equalized Debt
Allotment

Establish a date certain in the even -numbered calendar year prior to
each legislative session for eligible debt under the Equalized D ebt
Allotment (EDA)

Pro: It's a simpler system with more predictability for school d istricts.
The Instructional Facilities Allotment (IFA) could ultimately be phased
out as school districts would structure their debt issuances to meet the
rolling eligibility date of the EDA

Con: State costs are more dependent on school district debt activity.
Under current law, the IFA is limited by appropriations and the
legislature has to proactively move forward the EDA date each se ssion.

Cost: $240 to $270 million each biennium assuming $3 billion in new
debt eligible every two years.

Common Themes & |ssues

Increase Funding Formulas by an Inflation Factor

~ Statutorily increase certain Foundation School Program funding
formulas by an inflation factor each year

Pro: Automatically keeps funding levels in sync with certain school
district cost pressures.

Con: The infiation factor can become a significant state budgetdriver.

Using 2002 funding elements as a proxy, if the basic allotment, Tier 2
and Tier 3 guaranteed yield, and equalized wealth level had been
increased by an inflation factor in 2002 and 2003, the estimated GR
cost for the 2002-03 biennium would have been $1.3 billion.

Common Themes & |ssues

Provide Supplemental State Assistance to Districts at $1.50 Tax Rate

Pro: Provides relief to those districts that have reached funding
capacity in the current system.

Con: May encourage increased tax effort.

Cost: Would vary on specifics of st

assistance formula and extent to which state aid in base plan
provided additional capacity in the system. As a point of
reference, state aid in Tier 2 averages about $49 million per
penny of tax effort.

Common Themes & Issues
Adjust Settleup Payments to Maintain Equity Standard

» Adjust annual settle-up with school districts to guarantee funding levels
at the 850 percentile of wealth per student.

Pro: Eliminates lag in adjusting formulas to meet equity standards,
Provides additional state aid for school districts if Dallas ISD wealth
per pupil increases above appropriations projections.

Con: Increases uncertainty in funding formulas. Increases state costs if
Dallas ISD wealth per pupil increases beyond projections used in the
appropriations bil.

Cost: The cost is dependent on the variation between the actual 85t
percentile yield and the yield used for appropriations. In the 2 000-01
biennium, the Tier 2 guaranteed yield was raised in excess of the 85"
percentile primarily to help fund the teacher pay raise. In 200203
biennium, the Tier 2 yield was set, for both years, at the 85" percentile.

Common Themes and | ssues

Revise the Cost-of-Education Index

~ A number of options have been proposed for updating and/or revising
the Cost of Education Index (CEI), including:

+ The Dana Center has laid out several options for modifying the
CEl, focusing on improving the mechanism by which the state
can for district

« The LBB in 1995 and 1997 laid out the Educational
Development Index to replace the CEI. It focuses on student
characteristics uncontrollable by districts
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B-12. Overview of the Property Tax Systemin Texas
Billy Hamilton, Comptroller of Public Accounts
Dan Wilson, Comptroller of Public Accounts
Tim Wooten, Comptroller of Public Accounts

THE TEXAS PROPERTY TAX SYSTEM
Background of the Local Property Tax in Texas

A. Primary source of revenue in the United States from 18th century until
WWII. Today, it is the primary source of revenue for local governments, schools,
and service districts.

B. Property Tax in Texas 1836-present

1 Republic of Texas levied first property tax in 1837. State
Constitution of 1845 allowed state property tax for public education.

2. In 196C:s issues of tax equity and public school finance inequality
became major concerns before the Legidature.

3. U.S. Supreme Court in 1973 found the Texas school finance
system to be constitutional, but in need of equalization and reform. Court
encouraged the creation of a different method of school finance.

4, In 1975, Legidature created a new mechanism for distributing state
funds to school districts based on the market value of property in each
school district. This narrowed the differences between property-poor and
property-rich districts.

5. Legidature in 1979 passed H.B. 621 (Peveto Bill), the new
Property Tax Code.

a The law establishes one central appraisal district in each of
the 254 counties (Potter and Randall form a single appraisal
district). By 1982, each taxing unit had joined an appraisal district.

b. The law eliminates fractional assessments, requiring
appraisa of property at full market value throughout the state.

C. The law requires chief appraisers to appraise property
regularly and reappraise at least once every three years.

d. One appraisal review board (ARB) in each county replaces
individual taxing unit boards of equalization. Taxpayers now take
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protests concerning property value to one board that decides the
matter for all taxing units in the appraisal district.

e Taxpayers may vote to limit tax increases through a
referendum election called arollback election.

f. Truth-intaxation provisions of the Code require taxing
units to publicize proposed tax rates, hold hearings, and publish
other information that will help taxpayers see how tax rates affect
levies.

. The law established the State Property Tax Board (SPTB).
(Now, the Property Tax Division of the State Comptroller-s
Office)

h. The law standardizes the method of calculating and
reporting tax rates.

6. In 2001, over half of all Texas property tax levies supported public
education.

C. Legal Foundations of Property Taxation.
1. Power to tax is granted to taxing units through the Texas Constitution.

2. In general, ataxing unit has authority to tax property located within its
boundaries on January 1.

3. Thebody of law governing property taxation comes from several sources.

The constitution and laws of the United States

The Texas Constitution

The Property Tax Code

a
b

C. Written court decisions

d

e Opinions from the Attorney General
f.

State agency rules

D. The tax calendar is a schedule of property tax activities broken down into
four phases.

1 Appraisal Phase (January 1 through May 15)

2. Equalization and Review (May 15 through July 20)
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3. Assessment Phase (July 25 through September 1)

4, Collection Phase (October 1 through January 31)

Appraisa Districts in Texas

A. Appraisal district boards of directors oversee activities of the 253 appraisal

districts in Texas.

1. Most appraisal district boards have five members, but law permits
up to 13 members. Members serve two-year terms beginning January 1,
but staggered terms are allowed with consent of 3/4 of voting taxing units.

2. Directors are selected by voting units (school districts,
incorporated cities, some conservation and reclamation districts, and
counties) based on each voting unit:s proportion of the previous years tax

levy.

3. Appraisal district board has six basic responsibilities.

a
b
C.
d
e
f.

Establish an office.

Appoint a chief appraiser.

Appoint an Appraisal Review Board (ARB).
Adopt a budget.

Provide for necessary services.

Make general policy for the district.

B. Chief appraiser administers day-to-day operations of appraisal district.

1 In every district, the chief appraiser=s responsibilities are to:

a
b
C.
d
e
f.

J5 @

Discover, list, and value property,

Maintain field maps,

Organize periodic reappraisals,

Serve as custodian of the records,

Prepare appraisal records that will assure usable tax rolls,
Correct errors and omissions in the records,

Determine exemptions and special vauation requests,
Work with the ARB and the taxing units,
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I. Prepare and certify the appraisal rolls,
B Attend district board meetings and ARB hearings,
K. Defend appraisal district values at ARB hearings, and

l. Notify taxpayers, taxing units, and the public about matters
that affect property values.

2. As administrator, the chief appraiser:

a Prepares the annual budget,
b. Hires staff,

C. Receives and deposits quarterly payments from taxing
units,
d. Supervises the work of contractors,

e Keeps the board and the public informed,

f. Handles arrangements, notices, and mailings for board
meetings,

g Administers policies,

h. Maintains public records, and

I. Implements a financia reporting system.

3. Chief appraiser and anyone who values property for tax purposes
must register with the Board of Tax Professional Examiners (BTPE) and
work toward designation as a Registered Professional Appraiser (RPA).

C. Appraisal Review Board members correct and approve the appraisal
records for the appraisal district.

1 The appraisal district board appoints ARB members to two-year
staggered terms.

2. Most appraisal districts appoint three to nine members. Some
larger counties may have up to 45 members, depending on population.

3. ARB may establish its own procedures and rules of order. All
ARB activities are subject to Open Mesetings Act and Open Records Act.
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4, The ARB:=s main duty is to equalize the market value of each
taxable parcel of property in the appraisal district. The process involves
several steps, most of which are dictated by the Property Tax Code.

a The appraisal district completes appraisals and sends all
required notices to taxpayers.

b. The chief appraiser submits the appraisal records to the
ARB by May 15 for review and determination of challenges and
protests. The ARB must begin its review within 10 days of
submission.

C. The ARB hears and determines taxing unit challenges.
d. The ARB hears and determines taxpayer protests.

e The ARB issues change orders after it determines taxing
unit challenges and taxpayer protests. These are sent to the chief
appraiser and to each protesting taxpayer or challenging taxing
unit.

f. The ARB approves the appraisal records by July 20.

. The chief appraiser certifies an appraisal roll to each taxing
unit in the district by July 25. Each taxing unit then begins the tax
rate calculation, adoption, ard collection process.

5. A property owner or ataxing unit that is dissatisfied with an ARB
determination may file a lawsuit in district court.

1. The Appraisal Process
A. The chief appraiser-s most important responsibility consists of three steps:

1. Discovery - When appraisers discover property, they identify it and
decide what its tax statusis.

2. Listing - After the discovery, the chief appraiser must list it
correctly in the district-s permanent records.

3. Valuation- The chief appraiser places a value on each taxable real
and personal property item. The law calls for periodic reappraisal of all
property and appraisal of real property at least once every three years. In
Texas, al appraisal districts appraise at full market value, unless the
property qualifies for special appraisal, as provided by the Texas
Congtitution.
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B. Three special- use valuation categories are exceptions to market value
standard for appraisal. Diversion from qualified special- use results in the levy of
additional taxes, called Arollback taxes.(

1 Agricultural use valuation - Article V111, Section 1-d of the Texas
Constitution permits the appraisal of agricultural land based on its
productivity value if the land meets three conditions.

a A person, not a partnership or corporation, must own the
land.

b. Agricultura activity must be the owner=s primary
occupation and source of income during the tax year.

C. The land must have been in agricultural use for three years
prior to receiving the special vauation.

2. Open-space land valuation - Article VIII, Section 1-d-1 of the
Texas Constitution permits the chief appraiser to appraise agricultural
land, open-space land, land used for wildlife management and timberland
based on its productivity value if the land meets two conditions.

a The land must have been in use as agricultura or
timberland for at least five of the previous seven years prior to the
specia valuation.

b. The land must be in agricultural use to the degree of
intensity common for the area.

3. Restricted use valuation - this land permitted for recreational, park,
scenic land, and public access airport property. The restricted use must be
filed in the form of aten year deed restriction.

C. An exemption is an exclusion of all or part of a property:s value from
taxation.

1. The Texas Constitution specifies 11 total property tax exemptions,
including household goods, personal effects, property of religious
organizations, etc.

2. The Texas Constitution also specifies several partial property tax
exemptions. These include the various homestead exemptions, the
disabled veterans exemption, exemptions for solar or wind powered or
pollution control devices, the school tax freeze for persons age 65 and
older and tax abatements in urban redevel opment areas.
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D.

3. The Property Tax Code exempts public property used for public
purposes (with some exceptions).

4, Property exempt under federal law is automatically exempt from
state and local taxation.

5. Personal property not used to produce income is exempt from
taxation; however, the governing body of ataxing unit may decide to
override this exemption and levy atax (automobiles are taxed in severd
jurisdictions). The taxable status of travel trailers was addressed by the
77" Legislature, and involves special issues unique to that class of
personal property.

6. The Property Tax Code exempts several types of property which
the Constitution does not mention (theater schools, etc.). However, these
exemptions are probably subject to constitutional challenge.

7. Between January and May, the chief appraiser decides which
taxpayers and which property will receive exemptions.

The chief appraiser has legal responsibilities for preparing the appraisal

roll within a statutory time frame.

E.

1 January 1 - Date when the chief appraiser determines appraised
value of property.

2. January 31 - Chief appraiser delivers applications for specia
appraisal and exemptions requiring annual applications.

3. April 15 - Last day for chief appraiser to accept renditions (except
for good cause exceptions).

4, April 30 - Last day for chief appraiser to recelve exemption and
specia valuation applications.

5. May 15 - Chief appraiser mails taxpayers notices of appraised
value.

6. July 25 - Deadline for chief appraiser to certify the appraisal roll to
each taxing unit.

The assessor calculates the taxable value of each property item on the

unit=s appraisal roll and gives this information to the governing body by August 1.
Taxable value is the appraised value minus exemptions.

180
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IV. A Taxing Unit is a Governmental Entity that Levies Property Taxes

A.  The county commissioners court is the county governing body and the
board of trustees (the school board) governs the school district. Cities often have
city councils, and special districts often have boards of directors or
commissioners.

B. Taxing unit governing bodies have five major responsibilities:

1.

They appoint an assessor and a collector or an assessor-collector

(county commissioners work with the elected assessor-collector).

2. They establish atax office and provide funds for it.
3 They contract for goods and services.
4, They adopt the tax rate and approve the tax roll.
5 They spend tax revenues for government functions.
C. Assessment refers to the steps ataxing unit takes to determine the tax base

and to adopt and impose a property tax.

1

August - The assessor submits the appraisal roll and taxable value

to the governing body on or around August 1.

2.

The assessor or a designated employee cal culates the effective and
rollback tax rates and the total tax base.

The taxing unit must publish the tax rate calculations,
unencumbered fund balances and debt schedule in August.

The taxing unit must publicize the proposed tax rate and schedule
meetings if the proposed tax rate exceeds the effective tax rate by
three percent.

September - The taxing unit=s governing body adopts atax rate

around or before September 1.

The assessor applies the tax rate to taxable value to determine the
tax levy.

The assessor prepares the tax roll.

The unit:s governing body approves the tax roll.
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V.

3. October - The assessor prepares the tax bills and mails them on or
soon after October 1.

D. If ataxing unit increases its tax rate by more than eight percent (six cents
for school districts) above the effective tax rate, the taxpayers of taxing units other
than school districts may petition for an election to limit the tax increase to the
eight percert level. Such an election is known as a tax rate rollback election.
School districts are required to hold automatic rollback e ections without the
petition process if school boards adopt tax rates above their rollback rates.

E.  Thecollector or the assessor-collector for a unit collects the property taxes
and accounts to the governing body.

1 Taxing units usually mail billsin October or November with a
delinquency date of February 1.

2. Taxes that are unpaid on February 1 are considered delinquent and
additional penalty and interest are added to the original amount.

a The penalty is a six percent charge the first month and an
additional one percent per month until July 1, when the penalty
becomes 12 percent permanently.

b. Interest accrues at one percent per month for as long as the
tax remains delinquent.

C. In addition to penalty and interest, a taxing unit may charge
up to 20 percent of penalty, interest, and taxes if it hires a private
collections attorney.

The State Property Tax Board was formed in 1980 following passage of the

Property Tax Code in 1979.

182

A. In 1991 the Comptroller assumed the duties and responsibilities of the
State Property Tax Board.

The Comptroller has six major responsibilities relating to property taxes:

1 The Comptroller adopts rules and minimum standards for administration
and operation of appraisal district offices and taxing unit offices.

2. The Comptroller prepares and distributes appraisal manuals, arules
handbook, and other technical and legal materials for use by local tax
professionals.
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3. The Comptroller publishes materials explaining taxpayer rights and
remedies.

4, The Comptroller prescribes the contents of property tax forms and a
uniform records system for appraisal districts and tax offices.

5. The Comptroller gives professional and technical assistance to local tax
officials and taxpayers.

6. The Comptroller maintains a central registry for local reinvestment zones,
tax abatements and tax increment financing agreements.

7. The Comptroller conducts and publishes an annual property value study
for appraisal districts and school districts.
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B-13. Texas Taxes
James LeBas, Chief Revenue Estimator, Comptroller of Public Accounts
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Texas State and Local Taxes
FY 2001 Total = $53.7* Billion

Local Sales Tax
7%
$4.0B
Other State Tax
23% Local Property Tax*
$12.6B 43%
$22.5B
$14.7 B
* Tax Year 2000 Levy
State Sales Tax

2%

SOURCE: 2001 Annual Cash Report and 2000 Annual Property Tax Report of the Comptroller
*Totals mav not add due to roundina.
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State & Local Tax Rankings, 1999
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Growth in the 1990's
Taxes and State Economies

$in millions
1990 1999 $ Growth % Growth

State Taxes $ 14717 $ 25676 $ 10,959 74%

Texas Local Taxes 13,526 23,555 10,029 74%
State & Local Taxes 28,243 49,231 20,988 74%

GSP* 388,099 687,272 299,173 77%

State Taxes 300,489 499,510 199,021 66%

All States Local Taxes 201,130 313,266 112,136 56%
State & Local Taxes 501,619 812,776 311,157 62%

GSP 5,666,233 9,253,147 3,586,914 63%

Realt per capita
1990 1999 $ Growth m

State Taxes $ 866 $ 1,059 $ 193 22%

Texas Local Taxes 796 971 175 22%
State & Local Taxes 1,662 2,031 369 22%

GSP 22,848 28,349 5,501 24%

State Taxes 1,208 1,515 307 25%

All States Local Taxes 808 950 142 18%
State & Local Taxes 2,016 2,465 449 22%

GSP 22,831 28,109 5,278 23%

* GSP is Gross State Product, the broadest measure of state economies.
Tt " Real" dollarsadjust for effects of inflation and reflect a 1990 base year .

SOURCES: U.S. Census of Governments, Bureau of Economic Analysis, and
State Rankings 2001, Morgan Quitno.
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Texas Property Taxes Levied
FY 2001 Total = $22.5 Billion*

Specia District Levy
11%

$2.4B

County Levy
14%

School Levy
59%

$35B

City Levy
16%

SOURCE: 2000 Annual Property Tax Report of the Comptroller * Tax Year 2000 Levy

FY 2001 School District Values and L evies

Category $billions

A. Single-Family Residential $443.4

F1. Commercia Real 152.0

D. Acreage (Land Only) 96.7

L1. Commercial Personal 79.4

F2. Industrial Real 62.4

L2. Industria Personal 494

B. Multi-Family Residential 46.2

J. Utilities 40.7

G. Qil, Gas, & Mineras 28.4

C. Vacant Lots 22.9

E. Farm & Ranch Improvements 221

Other categories 134

Total Value $1,057.0

Deductions

Productivity Value Reduction $72.6

State Exemptions 69.9

Local % HS Exempt Grant 19.1

Vaue Reduced by Tax Freeze 17.7

Other Deductions 15.6

Value Lost to 10% Home Cap 9.5

Local 65+/Disabled Value 4.7

Total Deductions $209.2
TaxableValue $847.8
Actual Levy ($billions) $13.4

SOURCE: Annua Property Tax Report of the Comptroller
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FY 2001 Texas State T axes

$ millions
Rank Tax Revenue % of Total Cumulative
1 Sales Taxes $14,663 54% 54%
2 Motor Vehicle Sales and Rental Taxes 2,906 11% 65%
3 Motor Fuels Taxes 2,766 10% 75%
4  Franchise Tax 1,960 7% 82%
5 Natura Gas Tax 1,597 6% 88%
6 Insurance Taxes 820 3% 91%
7 Cigarette and Tobacco Taxes 585 2% 93%
8 Alcoholic Beverage Taxes 541 2% 95%
9 QOil Production and Regulation Taxes 443 2% 97%
10 Inheritance Tax 322 1% 98%
11 Utility Taxes 339 1% 99%
12 Hotel Occupancy Tax 247 1% 100%
13 Other Taxes 42 0.2% 100%
Total Tax Collections $27,230
Source: 2001 Annual Cash Report of the Comptroller
FY 2001 EXEMPTIONS, EXCLUSIONS, AND DEDUCTIONS
$ billions
Sales Tax Exclusions
15%
Franchise Tax Deductions
$4.1 2%
$03 Franchi seg;;)ax - Other
$0.8 Motor Vehicle Sales Tax
Exemptions
/ 1%
School Property Tax
' Exemptions
12%
Sales Tax Exemptions
67%
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Value of Sales Tax Exemptions
Estimated, FY 2001

Rank Exemption $ millions
1 Materials Used in Manufacturing $7,535.7
2 Insurance Premiums Taxed by Other Law 2,589.8
3 Motor Vehicles Taxed by Other Law 2,417.1
4  Food for Home Consumption 1,142.0
5 Motor Fuels Taxed by Other Law 1,125.1
6 Gas & Electricity - Residential 520.0
7  Manufacturing Machinery & Eqpt. 497.9
8 Gas & Electricity - Manufacturing 375.3
9 Ag Feed, Seed, Chemicals, and Supplies 230.2
10 Water 210.1
11 Salesto Governmental Entities 197.3
12 Mixed Drinks Taxed by Other Law 186.9
13 Prescription Medicine and Devices 182.5
14 OTC Drugs 136.5
15 Food Stamp Purchases 124.0
16 Packaging and Wrapping Supplies MFG 109.1
17 Containers 84.8
18 Aviation Fuel Taxed by Other Law 68.3
19 Boats and Boat Motors 52.7
20 Ag Machinery and Equipment 52.1
21 Gas & Electricity - Mining 36.9
22 Coin-Operated Services 34.8
23 School Lunches and Certain Food 34.7
24  Certain Ships 34.0
25 Clothing and Footware Holiday 31.2
26 Certain Drilling Equipment 24.2
27 Newspaper Inserts 22.8
28 Oil Well Services Taxed by Other Law 20.2
29 Newspapers 16.8
30 Aircraft - Certain Repair Equipment 16.3
31 Salesto Nonprofits 16.1
32 Property Used for the Improvement of Exempt Realty 155
33 DataProcessing & Info Services (Partial) 14.9
34 Gas & Electricity - Agriculture 135
35 Livestock for Food 12.3
36 Internet Access (Partial) 11.4
37 Horses, Mules, and Work Animals 8.4
38 Railroad Fuel and Supplies 6.4
39 Magazine Subscriptions 6.1
40 Nonprofit or Religious Periodicals 4.8
41 Enterprise Projects Equipment 4.2
42 One Day Sales 3.7
43 Timber Operations (Eqpt) 2.6
44 Rolling Stock & Locomotives 1.9
45 Ag Containers 0.4
46 Commercia Fishing Ice 0.1

TOTAL $18,231.5
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Value of Sales Tax Exclusions
Estimated, FY 2001

Rank Exclusion $ millions
1 Physicians Services $547.9
2 Lega Services 346.1
3 Other Health Care 293.6
4  New Residential Construction Labor 252.5
5  Architectural and Engineering Services 245.0
6 Automotive Maintenance & Repair 221.0
7 New Nonresidential Construction Labor 216.3
8 Freight Hauling 213.5
9 Financia Services Brokerage 176.8
10 Dental Services 176.2
11 Accounting and Audit Services 168.2
12 Rea Estate Brokerage and Agency 164.4
13 Advertising Media 161.1
14 Child Day Care Service 144.3
15 Contract Computer Programmer 89.4
16 Management, Consulting and Public Relations 87.0
17 Residential Repair and Remodeling 81.8
18 Other Financial Services 66.0
19 Barber and Beauty Services 48.3
20 Temporary Labor Supply 44.5
21 Funera Service 42.7
22 R&D Lab Services 36.8
23 Testing Labs 36.6
24  Travel Arrangement 30.7
25 Veterinary Services 27.4
26 Employment Agency Services 25.5
27 Private Vocational Education 23.1
28 Other Private Educational Services 21.6
29 Car Washes 19.0
30 Economic & Sociological Research 154
31 Other Transportation (Except Scheduled Passenger) 13.2
32 Misc. Persona Services 12.8
33 Interior Design 5.9
TOTAL $4,054.4

SOURCE: Tax Exemption and Incidence Report of the Comptroller
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Value of Property Tax Exemptions
Estimated, FY 2001

Rank Exemption $ millions
1 Productivity Value Loss $1,161.7
2 Homestead - State Mandated $15,000 944.2
3 Homestead - Optional Percentage 306.2
4  Homestead - 65 and Over Freeze 288.9
5 Homestead - State Mandated 65 and over or Disabled $10,000 159.3
6 Homestead 10% Cap 151.5
7  Freeport Property 101.4
8 Homestead - Optional Over 65 or Disabled 79.0
9 Pollution Control Property 40.3
10 Tax Abatement 25.5
11 Tax Increment Financing 22.2
12 Disabled Veterans 18.0
13 Solar and Wind Powered Energy Devices 15
14 Historic Sites 0.9
15 Mineral Interest < $500 0.8
16 Income Producing Tangible Property < $500 0.1

TOTAL $3,301.5

SOURCE: Tax Exemption and Incidence Report of the Comptroller.
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Value of Franchise Tax Exemptions
Estimated, FY 2001

Rank Exemption $millions
1 IRSSec.501(c) (3) $243.2
2 Mutual Funds 204.6
3 Insurance Companies 139.0
4  Electric Coop 135
5 IRS Sec. 501(c) (6) 10.7
6 IRSSec.501(c) (5) 9.2
7 IRSSec.501(c) (4) 4.8
8  State Credit Unions 3.6
9 IRSSec.501(c) (8) 25
10 RS Sec.501(c) (7) 17
11 Title Insurance Firms 12
12 Homeowners Associations 12
13 Telephone Coop 0.8
14 Water Supply/Sewer 0.6
15 Solar Energy Companies 0.4

TOTAL $637.3

Deductions

1 BusinessLoss Carryover $208.1
2 Officer Compensation Exclusion - Small Corps 187.8
3 Interest Earnings on Federal Securities 53.7
4 Small Business Exception 46.4
5 Enterprise Zone Investment 3.9
6 Food and Medicine Receipts 3.6

TOTAL $503.5

Special Accounting Methods

1 GAAP Accounting Exemption $13.9
2 Transportation Firm Apportionment 111
3  Telephone Firm Apprortionment 8.9
4 Investment Mgt Firm Apportionment 3.9
TOTAL $37.7
Credits and Refunds
1 R& DCredit $67.7
2 Investment Credit 45.2
3 Job Creation Credit 22.7
4  Before- and After-School Care Contributions 4.3
5  Child Care Credit 39
6 Temporary (FAS96) Credit 0.4
TOTAL $144.2

SOURCE: Tax Exemption and Incidence Report of the Comptroller (Jan 200:
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“Delaware Sub” Franchise Tax Planning Structure
Estimated Value

FY 2001: $79 million

FY2002: $104 million
FY2003: $143 million

Corporate Structure Corp T
Before Employing (Texas)
Delawar e Sub

Structure

100% ownership

Operating Assets
(Land, Bldg, Mfg.
Equip., Etc.)

After Employing Corp T
Delawar e Sub (Texas)
Structure
100% Ownership 100% Ownership
Sub A Sub B
(Delaware) (Delaware)
0.1% General Partner 99.9% Limited Partner

L 100% Ownership

Operating
Assets (Land,
Bldg., Mfg.
Equip., Etc.)
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B-14. Keeping Up With School Costs: Is |t a Tax Base Question?
John Kennedy, Senior Analyst, Texas Tax Payers and Research Association

Key Pointsin Assessing Tax Base Adequacy
There is no tax base that will automatically produce sufficient revenue to keep up
with the combined effects of enrollment growth and inflation in addition to policy
choices that increase the cost of public education.
All the mgjor tax bases work reasonably well during times of sustained economic
growth but all struggle to keep up with spending demands during economic
downturns.
Barring some jolting economic shock, growth in revenues from the current state
tax system more than keeps up with the underlying growth in school spending
caused by enrollment growth and inflation.
In recent years, the mismatch between revenue sources and school spending
largely results from conscious policy decisions by the Legislature to make major
program expansions, such as the salary schedule $3,000 pay raise for teachersin
1999 and the school employee health insurance program in 2001.
At the same time, policy choices have been made that reduce the ability of the
local property tax base to carry the local load, including the $10,000 increase in
the homestead exemption, the portable over 65 tax limitation and the 10% cap on
annual increases in homestead taxable values.
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Comparison of Growth Rates 1991-2001
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Comparison of Growth Rates 1991-2001
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Taxable Value as Percent of Market Value
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School Districts’ State and Local Exemptions (Billions)
1904 1995 1888 97 1998 1999 00 M

Resldential Proparty Market Valus 20552 1580 33401 354,55 37 41408 48540 521.14
$16,000 ($5,000) State Homestead 18,62 1714 1751 5288 B4.84 56.78 58,63 a0.84
$10,000 State Over-65 Homestead 660 587 10.07 .06 0.30 bS58 10,16 10234
State Vesran/Surviving Spouse Homestead 028 [is: 1,06 .88 103 1.08 1.11 116
Lacad Qptian % Homestaad 1235 14.67 16.27 15.04 1679 1711 19,08 20,78
Lacal Option Cvar-85/Disatded Homastead 4.28 4.42 4.86 ] 4193 4.45 4.74 5.08
Ower-B5 Freoze Loss 1334 16,73 19.24 13.04 1433 15.681 17.73 21.68
10% Resldentie Value Cap n'a wa nfa nia 1.68 .60 8,63 14,16
Tax Defema’s CLOg 000 0.00 0,00 .20 0.0 0.33 L]
Histarical Das'grations 0.00 0.00 Q.00 0.00 000 ik 0.08 013

Taotal Exemptions 56,47 65,08 811 G440 10173 10827 121.38 134.460
Resldential Property Taxable Valua 230.05 50.82 265.90 260.14 aTR.18 305.82 3410 306,64

Percent of Residential Properiy Not Taxad 19% 21% 20% IT% 27% 26% 26% 26%

Busliness Property Market Value 340.38 350.62 a4z 390,60 4764 43328 480,85 514.64
Tax Apaternants &.70 9.86 o44 5.53 .92 253 1.82 1. 62
Tax Increment Finance Zones (TIFs) .25 0.28 017 o.z28 0.83 161 2.6 34z
Freeport Exempilon 235 2.85 3,64 4.23 4.59 5.87 723 1064
Poliuticn Contral Exernplion 0.00 0.35 1186 1.87 244 249 342 4.48
Misce anzous Other 0,02 4. 004 0.26 022 016 on o1

Taotel Examptlons 1233 13.54 14.45 11.97 11T 12.67 16.53 20,18
Business Property Taxabls Value 336.05 343.08 35876 387.64 40593 4081 44512 484,35
Parcent of Business Property Not Taxed A% 4% A% % 3% 3% I% 4%
Farm & Ranch Land Market Value B0.72 80.40 mar B2.13 8607 9061 9E.68 102,73
Praductivity Valuation Loss 5731 57.80 50005 59.04 #2.72 66,46 T1.58 748,20
Farm & Ranch Lend Taxabla Valus 2341 .M 22.33 22.24 23,35 24,15 24,08 24,53

Percent of Farm & Ranch Land Not Taxed 1% T2% T3% 73% 3% T3% 5% T6%

Miscellanenus Property Market Valus 23,82 2551 24.53 24.83 .53 2B.16 1418 38,80

Total Market Value T40.43  TTEBA44  B1413 881.26 913,16 968.24 1,067.00 447720

Total Exempilons 126.10 136.31 4161 166,31 176,16 167.29 208.61 23299

Total Taxable Vakue 622.33 42,13 672,52 694.85 T36.98 778.85 B47.49 a2

Percant of All Proparty Not Taxed 17% 18% 17% 18% 19% 19% 20% 0%

Cata Sowroic Propesy Tex Divislan, Corgirolers Cllice, Annuol Property Yale Stedles and (S0 Gell Ropors TTARA 3702

What About an Income Tax?
Constitutional Provisions:

A. "Lay your cards on the table"
"A.law...that imposes a tax on the net incomes of natural persons, including a
person's share of partnership and unincorporated association income, must...not take

effect until approved...in a statewide referendum.... The referendum must specify the
rate...."

B. 2/3 of revenue must be used for property tax rate reduction
"...not less than two-thirds of al net revenues...shall be used to reduce the rate of ad
valorem maintenance and operation taxes levied for the support of primary and
secondary public education.”

C. Remaining revenue must be "used for education”

"The net revenues remaining...shall be used for support of education, subject to
legislative appropriation, allocation, and direction.”
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D. School district property tax "cap" is reduced to reflect income tax money
"The maximum rate at which a school district may impose ad valorem maintenance
and operations taxes is reduced by an amount equal to one cent per $100 valuation for
each one cent per $100 valuation that the school district's ad valorem maintenance
and operations tax is reduced...."

E. Any change in the Tax that increases revenue must be approved in a new election
"A...law...that increases the rate of the tax, or changes the tax, in a manner that
results in an increase in the combined income tax liability of all persons subject to the
tax may not take effect until approved...in a statewide referendum held on the
guestion of increasing the income tax."

Conseguences:

A. Digtricts at the cap stay at the cap
The cap comes down to reflect the new income tax money.

B. Local voters can approve raising the districts cap at any time
"...aschool district may subsequently increase the maximum ad valorem
maintenance and operation tax rate if the increased maximum rate is approved by a
majority of the voters of the school district...."

C. State share of school program goes up

D. Individuals share of school costs go up

E. Business share of costs go down
Business property makes up the mgjority of the property tax base.

F. Over 65 homeowners get less relief than others
The over-65 freeze is based on the amount of tax paid, not the value subject to tax.
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B-15. Education Finance Adequacy
Michad Griffith, Policy Analyst, Education Commission for the States

OVERVIEW

* Why have Adequacy Studies Become Relevant?
* What are the Systems for Determining Finance Adequacy?
» What Are the Weaknesses of Each Adequacy Study?
» What Measures Do States Use to Define an Adequate Education?
* Why Undertake An Adequacy Study?
* What States Have Undertaken Adequacy Studies?
* What Other States Are Currently Undergoing an Adequacy Study?
» Impact of These Adequacy Studies.
* Summary of Four States:
— Mississippi Wyoming Ohio Maryland

WHEN IS EDUCATION FINANCE ADEQUATE?

® . ..schoolsare being adequately funded when the amount of funding provided is
sufficient to allow students, schools and school systems to meet prescribed state
performance standards.”

From the Final Report to the Maryland Commission on Education, Finance, Equity and
Excellence.

WHY HAVE ADEQUACY STUDIESBECOME RELEVANT?

» The situation has changed in the past few years as a result of several things:

- Theevolution of “ standards-based” reform as the approach of choice by
states to improve public schools. This started with the publication of “ A
Nation At Risk” (1983).
The rise of school finance litigation driven by the implications of state
constitutional language for the availability of adequate support for all
students, not just an equitable distribution of state aid.
The development of a federal interest in student performance.
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WHAT ARE THE SYSTEMS FOR DETERMINING FINANCE ADEQUACY ?

Successful Schools (Districts) Model:

This model looks at the spending of schools that meet performance standards
established by the state. Certain cost are removed such as: At-Risk Funding,
Food Services, Special Education and Transportation. Once these cost are
removed the remaining average per-student cost for these schools is then used as
the “ Adequate Funding” amount.

Professional Judgment Model:

This approach uses education experts (educators, administrators and local school
finance personnel) to identify resources needed to establish model schools that
can achieve state education goals.

OTHER SYSTEMS FOR DETERMINING ADEQUACY::

® Satistical Modeling
* This system puts state and local finance and enrollment information into a
statistical formula which produces a per-student cost. (New Y ork)

® \Whole-Schools Approach
» Thisassumes that: 1) there is a school approach that policymakers support (such
as those developed by the New American Schools Development Corporation, a
charter school or a private firm like Edison); 2) the cost of that approach can be
determined; and 3) that such costs can be trandated into a base cost figure and a
series of adjustments. (New Jersey)

WHAT ARE THE WEAKNESSES OF EACH ADEQUACY STUDY?

Successful School (Districts) Model:

« Most states do not have enough successful districts/schools.

« Few, if any, successful major urban districts.

« Does not determine if any of the district are being efficient with their funding.

Professional Judgment Model:

» Professionals often construct “highest possible education” and not just “Adequate’.
* This system is tailored more to Input measures as apposed to Outcome measures.

Statistical Modeling

» Experimental Option that has not yet been used in a state.
» Onceit does come on lineit is difficult to explain to non-statisticians.
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Whole-Schools Approach

» Hasonly been used in one state (New Jersey).
 Difficult to find a school approach that works.

WHAT MEASURES DO STATES USE TO DEFINE AN ADEQUATE EDUCATION?

. Outcome Measures:

«State Test Scores
- Total score
« Improvement in test scores over time
-Atterdance Rate
Graduation/Drop-out Rates

STATE MEASURES FOR AN ADEQUATE EDUCATION

WHY UNDERTAKE AN ADEQUACY STUDY?
« To comply with a court ruling (Ohio & Wyoming).

« To help align education finance systems with state accountability programs. (Illinois,
Louisiana and South Carolina)

« Toreevaluate the state’ s school finance system. (Kansas, Maryland, Mississippi,
Montana, Oregon & Wisconsin)

WHAT STATESHAVE UNDERTAKEN ADEQUACY STUDIES?

ECShasfound at eleven statesthat have undertaken adequacy studies (between
1993 & 2002), they are:

lllinois
Montana
South Carolina
Kansas
Mississippi
Wisconsin
Louisiana
Ohio
Wyoming
Maryland
Oregon
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- Therehave been other studiesthat have been undertaken — but they have not
been made public:

New Hampshire
New Y ork
North Carolina

WHAT OTHER STATESARE CURRENTLY UNDERGOING AN ADEQUACY
STUDY?

® Colorado
Colorado School Finance Association
Successful Schools/Pro. Judgment

* Kentucky
State Sponsored Study
Professional Judgment
* Nebraska

Third Party Study
Professional Judgment

* Montana
Sate Sponsored Study
Professional Judgment

IMPACT OF THESE ADEQUACY STUDIES:

® For most statesit istoo early to tell:
— Six of the studies were completed between 2000 & 2002. (Kansas, Illinais,
Louisiana, Maryland, Oregon and South Carolina)
* Four states have instituted many of the recommendations in the study:
— Maryland (2002)
— Mississippi (1993)
— Ohio (1997)
— Wyoming (1997)

MISSISSIPPI:

First State To Use an Adequacy Sudy (1993).

« “The Task Force on Restructuring the Minimum Education Program” , which operated
out of the State Department of Education.

- What Drove the Study: The state wanted to review its rationale for education
spending.

« What System Was Used: What would now be called a modified “ Successful Schools”
model.

« Thissystemisdtill in use.
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WYOMING

What Drove the Study: Court decision: Campbell County v. State, 1995.

What method was used: Professional Judgment

Education Expectations: Once this programis implemented it will provide “ Assured
Opportunity (to all students) to Acquire Postsecondary Prerequisites.” (Fromthe
Court Ruling).

Results Per-student funding increased by 3.4% to 13.7% depending on the students
grade level.

Outcome On February 23, 2001, the Wyoming Supreme Court accepted the state’s
school funding system, which was based on the findings of this study, as constitutional.

OHIO

What Drove the Sudy: Court case: DeRolph v. State, 1997

What method was used: Successful Schools.

Educational Expectations: Sx criteria were used to select successful school districts —
four different state test, drop-out rate and attendance rate.

Results A 37.5% increase in per-student funding from 1996-97 to 2001-2002.
Outcome The Supreme Court has ruled in favor of the * system” adopted by the study.

MARYLAND

Two years ago the state established the Thornton Commission to review the equity and
adequacy of its school finance system.

The commission decided to use both the professional judgment approach and the
successful school district approach (which was modified to examine successful schools
since the state has so few districts).

The recommendations of the study were adopted by the legislature and passed into law
in April of thisyear.

MARYLAND’'SNEW SYSTEM

The new system uses a two-tiered approach (the figure from the Successful Schools
approach serves as the foundation level while the figure from the Professional
Judgment approach serves as the limit of the second tier).

27 categorical programs were eliminated.

Districts must now enter into agreements with the state about standards for student
performance.

The program will be phased in over six years with an increase in the cigarette tax
being used to fund the first two years and a commission being created to recommend
changes in the tax system in order to generate the funds needed in out years.
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B-16. Project Proposal
Harrison Kéeller, Director, The University of Texas Charles A. Dana Center

Estimating the Costs of a Thorough and Efficient Education System:
A New Kind of ‘ Adequacy’ Study for Texas

Policy discussions about Texas school finance have traditionally focused on
considerations of equity, measured in terms of the distribution of funds available to
school districts. In other states, however, the availability of detailed data on student
achievement has shifted the focus of policy discussiors—and litigation—away from
considerations of “equity” and towards considerations of “adequacy” for achieving
certain results in terms of student performance. The Texas Supreme Court’s decision in
Edgewood Independent School District v. Meno (917 SW. 2d 717), as well as the fact
that Texas collects and makes available richer data about the finances and performance of
its schools than any other state, suggests that the next round of school finance reform in
Texas should be framed in terms of adequacy.

There are four recognized approaches to estimating the costs of producing certain levels
of student achievement, each of which has been applied in other states.

The statistical approach. This approach uses statistical analyses of data on school
and/or district spending and performance to infer the cost of producing certain
outcomes. It can include statistical controls for the characteristics of students and
districts, and it can be used to generate data about school district efficiency. It is
similar to the approach used to construct the Texas cost- of-education index and
was applied in part in the Dana Center’s study of methods for adjusting district
funding to reflect uncontrollable cost variations.

The successful schools approach. This approach defines alevel of performance,
such as accountability ratings of “exemplary,” then examines the average
expenditures of schools or districts that achieve the desired results. The
Legidative Budget Board plans to include a basic version of this approach in their
current fiscal studies.

The professional judgment approach. This approach relies on the judgment of
focus groups of educators to design model schools or districts that incorporate
best practices with regard to management and instruction. Prices of the various
elements of the model schools and districts are then estimated using statistical
approaches, including adjustments for student and district characteristics.

The comprehensive school reform approach. This approach, which is a version of
the professional judgmert approach, examines the levels of resources expended
by schools and districts to implement various school reform models, such as
Success for All/Roots and Wings. The price of producing certain levels of student
achievement isinferred to be equal to the price of implementing programs like
these that have been proven to improve student achievement.
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Each of these approaches has certain strengths and limitations. The statistical approach
can be used to create formulas that are sensitive to a wide range of factors that are beyond
the control of school district officials. It can also be used to quantify the efficiency of
schools and districts. It is more complex than the other three approaches, however, and is
limited by the availability of data on the results that schools produce. The successful
schools approach is easier for non-speciaists to grasp. But, it ignores factors other than
student performance that may influence district costs, as well as factors that may
influence student performance. To compensate for this limitation, researchers who apply
this approach usually incorporate adjustments derived in other studiesin their
recommendations. The professional judgment approach is arguably more sensitive to a
range of outcomes that are not easily quantified, and it has proven particularly useful in
states that lack rich data on the financing and performance of their public schools.
However, this approach typically produces very high cost-estimates, and the relationship
implied between the resources identified and the outcomes in question is speculative. The
comprehensive school reform approach has the advantage of being connected to
strategies that have been proven to improve student achievement. However, it is based on
the questionable assumption that resources generally required to implement certain
reforms will be universally appropriate.

A comparative adequacy study for Texas

The Charles A. Dana Center at The University of Texas at Austin proposes to conduct a
comparative adequacy study for Texas that consists of four major components, working
with ateam of leading economists, educators, and education policy researchers. Several
nationally recognized experts, including developers of each of the four recognized
approaches for examining interactions between educational improvement and school
finance, will serve as technical advisors. Over atwo-year period, the Dana Center and its
partners will:

1. Work with educators, policymakers, business leaders, and members of the public
to specify three sets of outcomes that are measurable using Texas data, are aligned
with federal requirements, and reflect the education goals of the state;

2. Conduct alandmark benchmarking analysis of cost-effective schools and school
districts, to derive cost-estimates that include analyses of efficiency;

3. Conduct a comparative analysis of two approaches for connecting the financing
and performance of schools, to generate ranges of projected costs; and

4. Congtruct adynamic computer model that allows users to explore the fiscal
implications of using the research findings to revise Texas school finance
formulas.

Each of these components will produce major deliverables and is a maor project in its
own right. Together, they will generate a comprehensive set of peer-reviewed policy
recommendations and technical tools for revising the Texas school finance formulas for
Maintenance and Operations. A short description of each component follows.
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Specifying multiple sets of outcomes

In most states, researchers have applied one or two of the approaches outlined above
(most commonly, the successful schools approach and/or the professional judgment
approach) to estimate the costs of producing certain levels of student achievement. In the
Texas adequacy study, researchers will specify three setsof outcomes. They will then
apply and extend the successful schools approach and the statistical approach to estimate
ranges of costs associated with producing these results.

a.  Satutory requirements. The first set of outcomes for which the team will
generate cost estimates will be those associated with current statutory
requirements, including the implementation of TAKS, curbs on social
promotion, the implementation of the Recommended High School Program as
the default high school program, and new federal requirements as a
consequence of The No Child Left Behind Act of 2001.

b. Public expectations. The second set of outcomes will be derived from a
Deliberative Poll, to be conducted in cooperation with the Center for
Deliberative Polling at The University of Texas at Austin. Researchers will
first poll a representative sample of Texans about their views towards public
education, with an emphasis on school finance issues. Participants in the poll
will then be invited to convene for a weekend to deliberate with each other
and to interact with policymakers and education experts. At the end of the
weekend, participants will be polled again to measure any changes in their
views.

c. Professional judgment: The third and final set of outcomes for which the team
will generate cost estimates will emerge from a modified version of the
professional judgment approach. The research team will convene education
experts, business leaders, and others to specify educational outcomes that
reflect the knowledge and skills required for the 21% century Texas workforce.

The use of multiple sets of outcomes will be most distinctive component of the Texas
adequacy study, which will for the first time allow researchers and policymakers to make
direct comparisons across different conceptions oF—and differen cost estimates for—
public education. In addition, the use of the Deliberative Poll will provide new data on
what Texans expect from their public schools—and about how those expectations might
change with more information. Finally, the specification of multiple sets of outcomes will
allow the research team to shed light on questions about the marginal costs of raising
standards.

Benchmarking cost-effective schools and school districts

To date, none of the adequacy studies conducted in other states have included direct
estimations of the efficiency and productivity of schools and districts. For example, the
“successful schools’ approach as applied thus far yields data about the average spending
of different types of schools or districts meeting certain performance thresholds. In the
Texas study, however, researchers will investigate the cost-effectiveness of different types
of schools and districts.
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Besides informing its cost estimates, the team’ s research findings about schools' and
districts' efficiency and productivity could potentially be useful in two other ways. Firgt,
these findings could be used to establish a system for identifying and rewarding cost-
effective schools and districts. Second, follow-up studies of the budgeting and resource
allocation practices of these schools and districts would allow researchers to catalogue
cost-effective practices for addressing particular challenges, such as dropout reduction or
increasing the numbers and diversity of students completing advanced courses.

Comparing across approaches

Another distinctive component of the Texas adequacy study will involve the concurrent
application and extension of two approaches for connecting the financing and
performance of schools: the successful schools approach and the statistical approach.
Most states lack the necessary data to apply these two approaches and have therefore
relied on less direct and data-intensive approaches, namely the professional judgment
approach and the comprehensive school reform approach. But Texas' richdata on the
financing and performance of its schools will allow researchers to test standard
hypotheses about connections among school finance policy and student performance.

It is possible—although extremely unlikely—that the application of these two approaches
to three sets of educational outcomes will result in a single cost estimate, with a single set
of cost adjustments. More likely, it will generate ranges of cost estimates and
adjustments, because each approach is sensitive to different kinds of corsiderations.
Previous analyses in Texas, including the Dana Center-led study of cost indexing
strategies, suggest that these cost estimates will range from amounts close to what the
state and local districts currently spend to higher amounts associated with producing
different kinds of results.

Dynamic computer modeling

In the final phase of the project, the researchers will develop a dynamic computer model
that brings their findings into dialogue with the Texas school finance system. This model
will allow users to explore the potential fiscal implications of the study’s findings and
recommendations, including how the costs of implementation might change over time.
This part of the project will extend a current Dana Center-led project to develop a
dynamic computer model of the Texas school finance system.
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B-17. History of Cost Sudiesin Texas
Joe Wisnoski, Assistant Commissioner for School Finance and Fiscal Analysis,
Texas Education Agency

Cost studies have been in law in Texas since at least 1984. The study charges have been
amended numerous times, and the body charged with conducting the studies has aso
changed.

1984

HB 72 charged the State Board of Education (SBOE) with the Price Differential Index
(PDI) study with assistance of comptroller and advisory committee. (The PDI was a
predecessor to the cost of education index or CEl.) The SBOE adopted rules for
computation of the PDI.

HB 72 also charged the SBOE with study of "aver age accountable costs to school
districtsin providing quality education programs, personnel, and facilities that meet
the accreditation standards prescribed by law and rule.”

1987

SBOE continued to be charged with the PDI study with assistance of the state comptroller
and an advisory committee. The SBOE was required to adopt rules for the PDI.

The SBOE was charged with a study of "minimum basic accountable costs per student
to school districts in providing quality education programs, personnel, and facilities that
meet the accreditation standards prescribed by law and rule.”

Statute directed that the Legislature “shall consider the recommendations and report of
the State Board of Education” in adopting the amount of the basic, special and
transportation allotments.

1989

The Cost of Education Index (CEI) replaced PDI. The SBOE was still charged to adopt
rules regarding the CEI.

The law aso charged the SBOE with study of:

@ minimum basic accountable costs per student to school districts of providing
education programs, personnel, and other operating costs that meet the
accreditation standards prescribed by law and rule...;

2 the estimated costs per student to school districts of providing exemplary
education....that exceed basic accreditation levels;

3 the costs of implementing the long-range plan for public school education...;
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facility and debt service costs necessary to provide for both current and
projected facilities for public schools...;

basic accountable costs per student for each programmatic area that is
recognized by the Foundation School Program; and

the basic accountable costs of transportation.”

Statute directed that Legislature “shall consider the recommendations and report of the
State Board of Education” in adopting the amount of the basic, special and transportation

alotments.

1990

In special session, the responsibility for studies was moved to the L egidative Education
Board (LEB) and the L egidlative Budget Board (LBB). The LEB was directed to
adopt rules for the calculation of the qualified funding elements, which included:

@

2

3

(4)

Q)

(6)

a basic allotment.. .that represents the cost per student of a regular education
program that meets the basic criteria for an accredited programincluding all
mandates of law and regulation;

the formula or other provision for the cost of education index designed to
reflect the geographic variation in known resource costs and costs of
education beyond the control of school districts...;

appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter H of this chapter that represents the costs as
determined and limited under Subchapter F of this chapter for exemplary
programs including the cost of facilities and equipment until such time asa
funding formula for capital outlay and debt service is adopted under
Subchapter 1...;

the total tax rates for the local funding requirements..., including tax rates
for capital outlay and debt service ...,

the formula elements for the funding formula for capital outlay and debt
service....”

The LEB and LBB were charged with certain biennial studies, which included:

@)
2

a study of the fiscal neutrality of the system...;

the accountable costs per student to school districts of providing educational
programs, personnel, and other operating costs that meet accreditation
criteria and the provisions of law and regulation;
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3 a cost of education index designed to reflect the geographic variation in
known resour ce costs and costs of education due to factors beyond the control
of school districts,

4 program cost differentials designed by program to provide support for the
added expense of high-cost courses or programs for students participating...,
with the program funding level expressed as dollar amounts and as weights
applied to the adjusted basic allotment.. .;

) transportation and career ladder allotments;

(6) the accountable costs per student to districts rated as exemplary.. for the
provision of personnel, programs, and other operating expenses, with the
limitation that for the 1993-1994 and the 1994-1995 school years this level
may not be less than 95 percent nor more than 100 percent of the 95th
percentile of state and local revenue per pupil;

) the levels of tax effort necessary for each tier...; and

(8 capital outlay and debt service requirements and formula elements...”

The Foundation School Fund Budget Committee (FSFBC) was char ged with
adopting rulesfor calculation of the funding elements, including CEI and program
cost differentials. The funding elements to be adopted by the FSFBC mirror the LEB
funding elements.

1991

The LEB again was charged with determining the equalized funding elements, and the
FSFBC was charged with adoption of rules for the calculation of the elements:

@ a basic allotment.. .that represents the cost per student of a regular education
program that meets the basic criteria for an accredited programincluding all
mandates of law and regulation;

2 adjustments designed to reflect the geographic variation in known resource
costs and costs of education beyond the control of school districts;

3 appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

4 the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter H of this chapter;

) the enrichment and facilities tax rate under Subchapter H of this chapter;

(6) the formula elements for the funding formula for capital outlay and debt
service...

) the calculation of weighted students in average daily attendance....”
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1993

The LEB was abolished, and the LBB was charged with adoption of equalized funding
elements to be provided to the FSFBC, which adopted rules for the calculation of the
elements:

@ a basic allotment.. .that represents the cost per student of a regular education
program that meets the basic criteria for an accredited program including all
mandates of law and regulation;

2 adjustments designed to reflect the variation in known resource costs and
costs of education beyond the control of school districts;

3 appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

4 the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter H of this chapter;

(5) the enrichment and facilities tax rate under Subchapter H of this chapter;

(6) the formula elements for the funding formula for capital outlay and debt
service...

) the calculation of weighted students in average daily attendance....”

The funding elements were essentially unchanged from the previous law. In addition, the
CEl was set to the index adopted by the FSFBC in December 1990, except that the
diseconomies of scale component was set to 1.00.

1995

The LBB was charged with adoption of equalized funding elements to be provided to the
FSFBC, which adopted rules for the calculation of the elements:

@ a basic allotment.. that, when combined with the guaranteed yiel d
component..., represents the cost per student of a regular education program
that meets all mandates of law and regulation;

2 adjustments designed to reflect the variation in known resource costs and
costs of education beyond the control of school districts;

3 appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

4 the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter F;

(5) the enrichment and facilities tax rate under Subchapter F;
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(6) the calculation of weighted students in average daily attendance.. .;

) the amount to be appropriated for the school facilities assistance program
under Subchapter H.”

In addition, the CEl was set to the index adopted by the FSFBC in December 1990,
except that the diseconomies of scale component was set to 1.00.

1997

The FSFBC was abolished, and the LBB was charged with adopting rules for the
equalized funding elements:

@ a basic allotment.. .that, when combined with the guaranteed yield
component..., represents the cost per student of a regular education program
that meets all mandates of law and regulation;

2 adjustments designed to reflect the variation in known resource costs and
costs of education beyond the control of school districts;

3 appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

4 the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter F;

(5) the enrichment and facilities tax rate under Subchapter F;
(6) the computation of weighted students in average daily attendance.. .,

) the amount to be appropriated for the school facilities assistance program
under Chapter 46.”

In addition, the CEl was set to the index adopted in FSFBC rule as that rule existed on
March 26, 1997.

1999
LBB was charged with adopting equalized funding elements:

(@) a basic allotment.. that, when combined with the guaranteed yield
component..., represents the cost per student of a regular education program
that meets all mandates of law and regulation;

2 adjustments designed to reflect the variation in known resour ce costs and
costs of education beyond the control of school districts;
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appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter F;

the enrichment and facilities tax rate under Subchapter F;
the computation of weighted students in average daily attendance.. .;

the amount to be appropriated for the school facilities assistance program
under Chapter 46.”

LBB was aso charged with a determination of the projected cost to the state of ensuring
that each district be able to maintain existing programs without increasing property tax

rates.

2001

LBB was charged with adopting equalized funding elements:

@

)
3

(4)

Q)
(6)
()

a basic allotment.. .that, when combined with the guaranteed yield
component..., represents the cost per student of a regular education program
that meets all mandates of law and regulation;

adjustments designed to reflect the variation in known resource costs and
costs of education beyond the control of school districts;

appropriate program cost differentials and other funding elements..., with the
program funding level expressed as dollar amounts and as weights applied to
the adjusted basic allotment for the appropriate year;

the maximum guaranteed level of qualified state and local funds per student
for the purposes of Subchapter F;

the enrichment and facilities tax rate under Subchapter F;
the computation of weighted students in average daily attendance...;

the amount to be appropriated for the school facilities assistance program
under Chapter 46.”

LBB was aso charged with a determination of the projected cost to the state of ensuring
that each district be able to maintain existing programs without increasing property tax

rates.
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B-18. Kansas School Finance and Cost of a Suitable Education*
Dale Dennis, Deputy Commissioner, Kansas State Department of Education
*copies of this report are available upon request
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B-19. Per Capita Expenditures
Texas Education Agency

Year

1985-86
1986-87
1987-88
1988-89
1989-90
1990-91
1991-92
1992-93
1993-94
1994-95
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03

Total State &
Local Revenue

$11,126,269,258
$12,290,063,644

$9,219,536,481

$9,858,696,325
$15,842,364,371
$16,398,801,724
$17,636,047,832
$18,507,438,234
$19,379,445,162
$20,090,021,957
$22,536,094,196
$23,758,965,866
$25,403,926,081
$26,393,338,845

Total State
Revenue

er ADA

$4,687,846,416
$4,815,754,489
$4,854,695,592
$4,921,737,281
$5,152,046,155
$5,788,335,227
$6,330,822,881
$6,911,157,190
$7,268,099,457
$7,520,074,093
$8,307,858,341
$8,589,725,793
$9,118,276,418
$8,944,021,832
$10,622,105,258
$10,518,408,306
$10,488,613,816
$10,930,620,612

$3,612
$3,985
$2,904
$3,053
$4,803
$4,883
$5,144
$5,277
$5,422
$5,545
$6,135
$6,375
$6,670
$6,796

per ADA

State &
Local State
Revenue Revenue

$1,877
$1,994
$2,140
$2,204
$2,239
$2,423
$2,449
$2,551
$2,468
$2,892
$2,823
$2,754
$2,814
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WADA

State
Revenue

per

$1,648
$1,691
$1,704
$1,836
$1,848
$1,916
$1,849
$2,141
$2,089
$2,043
$2,118
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B-20. Tax Exemption and Tax Incidence

Texas Comptroller of Public Accounts

Limited Sales
and Use Tax

he sales and use tax is the largest
I source of tax revenue for Texas state

government, bringing in about 55 cents
of every state tax dollar, The sales tax is a |

tax on transactions. In general, it is imposed
on final sales, rentals, and leases of tangible
personal property—physical goods—and on
sales of some services, such as the repair of

tangible personal property, amusements,

and telephone services.

While total sales and uwse tax collections
were $13.9 billion im tiscal 2000, the tax is
limited in scope compared to the total num-
ber and kind of transactions in the economy,

The tax is limited by a host of exemptions |

and exclusions. For simplicity, this tax will
be referred Lo as the "sales tax" throughout
the remainder of this discussion.

Classifying sales tax exemptions

Sales tax exemplions can be divided into
three general categories: exemptions, exciu-
sions, and discounts, Estimates of these
Costs are provided in Table 1.

AN exemption protects items that would be
taxable except tor specific provisions in the
law. For example, since the Texas sales tax
law taxes all sales ol tangible personal prop-
erty, groceries would be taxable il they were
not specifically exempted.

Exclusions are transactions not taxed
because they fall outside the general legal
definition of a taxable sale. Exclusions
include sales of intangibles, such as stocks
and bonds, and sales and rentals of real
property. Currently, only certain specified
services are under the sales tax.

Discounts are handling fees thal Texas law
allows tax-permit halders to keep in
exchange for collecting the sales tax and
sending it to the slale on time. The standard
timely filer discount is 0.5 percent of the
sales tax collected. An additional 1.25 per-
cent discount 15 available to those who pay
their estimated taxes in advance.

Exemplions are provided for certain basic
necessities, such as groceries, residential gas
and electric utilities, and prescription and
over-the-counter drugs. Some sales are
exempted when made Lo certain groups, For

s
Table 1 :

Cost of Sales Tax Exemptions, Exclusions, and Discounts
Fiscal 2001 to 2006
(in millions of dollars)
2001 2002 2003 2004 2005 2006
Exemplions 5182315  $19,187.1 $20,161.5 $21310.1 $22546.1 $23 8335
Exclusions 4,054 .4 4,297.6 4,558.0 4.861.1 51830 ho6lE
Discounts 116.7 120.5 126.7 132.9 382 1437
Total S22 4026 5236052 5248462 5263041 $27.867.3 $29539.0
Mote: Totals may not add due 1o F{Il.ll'll,]lng

e

lanuary 2007 = Tax Exemplions & Tax lncidence
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Table 2
Cost of Sales Tax

Fiscal 2001 lmh

{in millions of dollars)

ons

Exhibit - B-20

2001 2002 2003 2 2004 2 2005 2 2006

Seclion Exemption
151.302 Sale for resale cbe
51303 Previously taxed items che
151.304 Qccasional sales che
151.305 Coin-operated machine sales negligible
151,306 Transfers of commaon interests in property che
151307 Exemptions required by prevailing law che
1513071 Irstallation of certain equipment for export negligible
151308 Items taxed by ather law
Crude gil 00
Motar vehicles %2.417.1
Motor fuels 11251
Mixed drinks 1869
Cement AR
Sulphur 0.0
Aviation fuel 683
Qil well services 202
Insurance premiums 2,589.8
151,309 Sales to governmental entities 197.3
151.310 Religious, educational /public service arganizations
Sales to nonprofits 16.1
One day sales 37
151.3101 Amusement services che
151,311 Property used for the improvement of exempt realty  15.5
1513111 Cerlain personal property che
151.312 Monprofit or religicus periodicals and writings 48
151.313 Health care supplies
Prescription medicine and devices 182.5
Over-the-counter drugs 136.5
151.314 Food
Food for home consumption 1.142.0
School lunches and certain food sales 3T
I51.3141 Food stamp purchases 1240
151.315 Water 2101
151.316 Agricultural items
Agricultural feed, seed, chemicals and supplies 2302
Livestock for food 12.3
Agricultural machinery and equipment 52.1
Horses, mules and work animals 5.4
Commercial fishing ice 0.1
151.3161/2 Timber aperations (equipment) 26
151317 Gas and electricity
Manufacturing 3753
Residential 520.0
Agricultural 13.5
Mining 36,9
151.318 Manulacturing
Matenals used in manufaciuring 7.535.7
Manufacturing machinery and equipment 497.9
Packaging and wrapping supplies 1081
Film equipment {151.3185) -

cbe
che
che

negligible
egl ehe
che
negligible

0.0
$2.523.1
1,185.2
192.7
Q0.0

Q.0

731
192
2.706.3
206.9

17.2
39
che
151
che
5.1

200.7
145.0

1,184.6
26,9
132.0
214.9

2323
12,4
52.6
B.5
Q.1
52

AT
5305
13.4
36.5

802006
5299
116.1

che che
che cbe
che che
negligible negligible
che che
che che
negligible negligible
0.0 [1E]
316358 3217808
1,255.8 1,334.8
197.8 2023
0.0 0.0

0.0 0.0
782 83.7
182 17.3
2,801.0 28850
2185 2311
18,3 19.5
4.2 4.5
che che
16.8 17.7
che che
5.4 5.8
220.8 242.9
154.3 164.2
1,227.4 1.272.7
393 41.9
140.4 149.7
2194 224.6
2343 2387
12.5 12.8
53.0 54,0
B.& 87

1 ol

6.5 a.8
3794 387.7
539.6 549.8
13.2 13.1
36.0 56
B.523.5 9.137.2
5431 6037
1234 132.2

- -

che
cbe
cbe
negligible
che
che
negligible

0.0
$2.947.7
1. 418.0
208.0
0.0

0.0

B9.3
16.4
2.957.2
2451

208
4.8
che
188
che
6.1

2671
174.3

13159
44.7
159.9
230.3

244.7
13.1
554
9.0
0.1
10.6

5023
562.6
131
357

98008
476
1419

-

che
che
che
negligible
che
che
negligible

Q.0
£3,127.6
1,507 4
2136
0.0

00

93.3
15.6
3,019.3
2606

22.4
8.1
che
20.0
che
6.6

2839
184.7

| 3684
48.0
171.5
230.4

250.5
134
56.7
92
Q.1
13.7

4i5.8
5773
13.2
359

10,4847
692 8
1518

Report of the Joint Select Committee on Public School Financeto the 78" Legislature

CAROLE KEETON RYLANDER, Texas Comptroller of Pubiic Accounts

221



Exhibit - B-20

Table 2 (Continued)

Cost of Sales Tax Exemptions
Fiscal 2001 to 2006
{in millions of dollars)

Section Exemption 2001 2002 2003 2004 2005 2006
151319  Mewspapers

MEWSTApErs 16.8 17.9 19.0 204 21.9 234

MWewspaper inserts 22.8 24.2 25.8 276 2%.6 3.7

Mewspaper manufacturing equipment - N " o o -
151.320  Magazine subscriptions 6.1 6,5 7.0 74 7.9 8.5
151.321  University student organizations negligible negligible negligible negligible  negligible negligible
151.322 Containers 248 90,2 959 1028 1103 1180
150,323 Certaln telecommunications services che che che che che che
151.324 Mineral exploration

Certain drilling equipment 24.2 245 254 6.3 27.4 2B.5
151,325 Internel access service (partial) 11.4 131 15,1 17.2 20.0 29
1561.326  Clothing and footwear holiday il.2 33z 353 X 40.2 43.2
151.328  Adrcraft

Cenain aircraft negligible negligitle negligible negligitle  negligible  negligible

Repair equipment for certain aircrall 16.3 17.5 18.9 206 225 245
151.32%  Certain ships 30 6.5 39.5 43.0 46.9 510
1513291 Boals and boat motors 52.7 56.1 59.7 637 68.0 73.0
151330 Interstate shipments cbe che che cbe che cbe
151331 Rolling stock

Railroad fuel and supplies 6.4 6.5 74 8.1 8.8 9.6

Rolling stock and locomotives 1.2 2,1 23 25 27 29
151332 senior citizen organizations negligible negligible negligible negligible  neghigible negligible
151.335 Coin-operated services LR 7.0 39 4 42.0 448 48.2
151,336 Certain coins and metals negligible  negligible  negligible  negligible  negligible  negligible
151.337  Sales by or to Indian tribes che cbe che che che che
151,338  Environment and conservation services che cbe che che che che
151.340  Official state coin negligible negligible negligible negligible negligible  negligible
151341 Development corporations negligible  negligible negligible negligible  negligible  negligible
151342  Agribusiness (agncultural containers) 0.4 0.4 0.4 0.4 0.4 0.4
151342 snimal shelters negligible negligible negligible negligible  negligible negligible
151346 Intercorporate sales of services che che che che che che
151,347 Lawn and yard negligihle negligible negligible negligible negligible negligible
151.348  Cooperative research ventures che che che che che che
150,349 Texas Malional Laboratory on 0.0 0.0 0.0 0.0 0.0
151,350  Labor to restore propery che che che cbe che che
151.351 Data pracessing and info. services. {partial) 14.9 17.8 210 24.4 28.3 304
151353 Courl reporting negligible negligible negligible negligible  negligible negligible
151.354  Property management negligible negligible negligible negligible  negligible  negligible
151,428  Equipment used in enterprise projects 4.2 4.4 4.7 5.0 5.3 5.7
1514921  Defense readjusiment che che che che che cbe
151,431 Jab retention negligible negligible negligible negligible  negligible negligible
151,432 Ticket resellers negligivle negligible negligible negligible pegligible negligible

Total $18.231.5 $19.187.1 $20.161.5 $21,310.1 $22.546.1 5238335
* included in estimates of manufacturing items under Sec. 151318,

** |Included in the estimate of manufacturing machinery and equipment under Sec, 151,318,
Mote: Totals may not add due (o rounding

January 2007 » Tax Exemptions & Tax incidence
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[
Table 3 ’
Cost of Selected Service Exclusions from the Sales Tax
Fiscal Years 2001 to 2006
(in millions of dollars)
2001 2002 2003 2004 2005 2006
Construction labor
Mew residential construction $252.5 $2615 52734 $288.1 $3056.6 $325.6
New nonresidential construction 216.3 224.0 234.2 246.8 261.7 2789
Residential repair and remodeling Bl.B B4.7 88.6 93.3 9.0 1054
Personal services
Barber and beauty services 45.3 51.5 54.7 58.4 62.2 67.1
Funeral 42.7 45.2 47.7 50.6 535 56.7
Child day care 144.3 150.5 157.2 164.4 171.8 179.5
Miscellaneous personal services 128 13.6 14.6 15.7 17.0 18.4
Business and professional services
Physicians services 547.9 5838 6207 6631 707.4 76l.2
Dental services 176.2 187.8 15496 2133 2375 244.8
Other health care 293.6 328 3325 3553 379.0 407.9
Legal services 346.1 6B R 392.1 418.9 4469 480.9
Accounting and audit services 168.2 179.2 190.5 203.6 217.2 233.7
Architectural and engineering services 245.0 261.0 277.5 296.5 3163 340.3
Management consulting and public relations 87.0 927 98.6 105.3 1123 120.9
Contract computer programming 89.4 95.3 101.3 108.2 1155 124.3
Research and development laboratory services 368 a2 41.6 44.5 47.5 511
Economic and sociological research 15.4 16.4 17.4 18.6 19.8 21.3
Testing labs 36.6 39.0 41.5 44.3 47.3 50.9
Advertising media 161.1 I71.8 182.6 195.0 207.8 221.4
Employment agency services 255 272 289 30.9 329 35.4
Temporary labor supply 445 474 500.4 53.8 57.4 61.8
Financial services brokerage 176.8 188.4 200.2 213.9 2279 2429
Other financial services 66.0 68.9 72.6 7i.1 82.1 87.9
Real estate brokerage and agency 164.4 171.6 150.9 192.0 204.4 218.8
Freight hauling 2135 2297 248.8 271.5 295.7 3221
Other transportation
(excepl scheduled passenger) 13.2 14.1 14.9 16.00 17.0 18.3
velerinary Services 214 29.1 310 33.0 35.3 K
Other Services
Automotive maintenance and repair 221.0 2355 2503 2675 28535 307.0
Car washes 19.0 20.2 21.5 23.0 24.5 26.4
Travel arrangement 307 327 B 7. 396 426
Private vocational education 23.1 24.6 26.2 28.0 208 321
Other private educational services 2l.6 231 245 26.2 279 30.1
Interior design 5.9 6.3 6.7 7.2 17 B.3
Total 34,054 .4 54 2976 54,558.0 34,8611 $5,183.0 %5,561.8
|
Note: Totals may not sum because of rounding. J

CAROLE KEETON RYLANDER, Texas Compiroller of Public Accounts
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Cost of Franchise Tax Exempiion, Deduc?gr]r:se. lb‘penal Accounting Methods, and Credits
Fiscal 2001 to 2006
{in millions of dollars)

2001 2002 2003 2004 2005 2006
Exemptions: For-Profit Corps 5344.0 %3611 S380.7 $403.0 3427 $454. |
Exemptions: Non-Profit Corps 293.3 301.1 3094 318.7 3284 3a8.2
Deductions 5035 5153 531.8 549.5 5705 5936
Special Accounting Methods vy 396 41.2 43.5 46.2 493
Credits and Refunds 1442 2233 2374 261.5 2187 2998
Total 51,322.7 $1,443.4 $1,500.6 $%$1,676.1 $1,652.4 51,7350
Hote- Totals may not add due to rounding.

One reason for granting special deduc-
tions or exclusions is o promate certain
activities or behavior. For example, to
encourage the development of solar energy
sources, the Legislature has permitted firms
1o exclude from their tax base their purchas-
es of qualifying solar energy devices.

Some deductions or exclusions may be
granted to prevent the taxation of items
exempl from taxation under federal law,
such as interest income on U5, Treasury
securities. Other deductions ar exclusions
grant tax relief to small firms, such as the
provision that allows small corporations 1o
exclude executive compensation from their
earned surplus tax base,

Special accounting rules. A special
accounting rule allows a qualifving firm to
use an accounting or computation method
not available 1o all other franchise taxpay
ers. The special accounting rule may be
designed to relieve small firms of certain
accounting burdens. Also, in the same man-
ner as a deduction or exclusion, a special
accounting rule may be used to encourage
certain activities. For example, regulated
investment companies benefit from a special
apportionment rule because the Legislature
sought 1o encourage these firms to locate in
Texas.

Cradits, A credit allows a taxpayer a sub-
traction directly from tax owed. For this
reason, a tax credit provides greater tiscal
reliel o taxpayers than a deduction of the
same dollar amount

Tax credits come in two types, distin-
guished by their frequency. One-time credits
are available for a single tax period (or until
they are used up). In contrast, continuing
credits are available for use year after year.
Each type can be used for a variety of pur-
poses—e.g., o inflluence taxpayer behavior,
to grant tax relief, or to smooth the flow of
state and local tax receipts.

Fefunds, Refunds operate much like cred-
its, with one important difference. With
credils, taxpayers receive a reduction in their
tax liability. With refunds, taxpayers receive
a payment from the state.

Refunds are typically used for the same
purposes as are tax credits,

Special rates. A special rate usually lakes
the form of a lower tax rate for cerlain tax-
pavers, distinguished by either their line of
business, or by their product, No special
rate provisions currently exist in the Tax
Code for franchise tax.

lanuary 2001 =« Tax Exemptions & Tax Incidence
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Section Exemption
171.051 Grandfathered 1275
171.052 Insurance companies
171.053 Railway terminal co
171.055 Mutual funds
171.066 Solar energy oo
171.0587 Promote local area
171058 Religious orgs
171.069 Burial organizations #
171.060 Agriculture fairs
171.061 Educational orgs
171.062 Public charity
171,063 IRS Sec 501{c)i2)

IRS Sec 501(c)3)

IRS Sec 501(c) i)

IRS Sec 501(0)(5)

IRS Sec 501(c) )

IRS Sec S01ic)idh

IRS Sec 501(c) (8}

IRS Sec s01ic)i10)

IRS Sec S01ic)(1&)

IRS Sec 500119

[RS Sec 501(c){25)
171,064 Nature conservation

| 171,065 Water supply/sewer

171.066 Natural gas facility
17 L0687 Cotvalescent homes
171068 Cooperative housing
171065 Ch 52 ag marketing
171070 Lodges
171.071 Ch 51 ag coops
171.072 Housing finance
171.073 Hospital laundry
171.074 Development corp
171.075 Health coop
171.076 Ch 55 ag credil
171077 State credit unions ##
171.07% Electric coop
171.080 Telephone coop
171081 Title insurance firms
171.082 HOMeowners assm
171.083 EMS comp
171.084 Trade ghow
171.085 Sludge recycling
171.086 supercollider org
171.087 Scholarship org

Tolal-exemplions
¢ Qualifies for 1RS 30113
ax  CQualifies for IRS S0014ch 14
*amount is negligible.
Mote: Tolals |"|"|35I nat add dwe Lo mundlng

2001 2002 @ 2003 @ 2004 2 2005

$139.0

P06
$0.4

$0.0

0.0
$2432
548
59.2
5107
S1.7
525
0.0

0.0
0.0

50.6
0.0
50.0

30
£3.6
%135
$0.8
%1.2
$1.2

LI

$6IT.D

$144.8

2159
504

£0.0

£0.0
2492
$4.9
F9.5
5110
$1.8
2.6
F0.0

H0.0
0.0

$0.7
0.0
0.0

$0
558
F14.3
0.8
3.3
313

0
so62.2

Exhibit - B-20

Table 2

Cost of Franchise Tax Exemptions
Fiscal 2001 to 2006
(in millions of dollars)

Included with IRS S01(c)(3)
$151.2  5158.0 5165.1

$229.1 32446 52620

$0.4 $0.5 30.5
Included with IRS 501(c)(6)
Included with 1RS 501(c)(3)

$0.0 0.0 0.0
Included with IRS 801415}
Included with IRS 501 (¢13)
Included with IRS 50113}

$0.0 0.0 0.0

FIEEE S2ED B BIT00

$5.0 $5.2 $5.3

0.7 5100 F10.2

$11.3 F11.6 $1L.9

$1.8 3.9 5.9

2.6 2.7 528

0.0 0.0 $0.0

F0.0 0.0 0.0

0.0 50,0 F0.0
Included with RS 501ic)i3)

0.7 0.7 0.7

30.0 $0.0 F0.0

0.0 %0.0 F0.0

L] Ll L]

Included with IRS 501 {15

Included with IRS 501 {c)(8)

Included with IRS 501{c)5)

Included with IRS 50013
L] L]

Included with IRS 501 (chia)
Included with 1RS 501 (c)(3)

0

54.0 54.2 $4.5
$14.9 158 $16.9
50,9 50.9 1.0

5.3 5.4 1.5

51.3 314 %1.5

Included with IRS 501(C)(3)

30 30 30

Jncluded with IRS 500(CH3)
H690.1 F72LT 375509

2006

$172.4

$281.3
505

0.0
2771
55
3105
$122
$2.0
529
$0.0

$0.0
0.0

$0.7
0.0
$0.0

20
4.8 |
518.2
F1.0
$1.6
$1.4

BT92.3
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Deductions:
Small business exception
Enterprise zone investment
Food and medicine receipts
Solar energy device purchases
Business loss carryover
Officer compensation exclusion-small corps
Interest earnings on federal securities
Total deductions

Special Accounting Methods:
Investment management firm apportionment
GAAP accounting exemption
Transportation firm apportionment
Telephone firm apporticnment
Total special accounting methods

Credits and Refunds:
Temporary (FAS 96) credit
Credit for wages paid to iInmates of TDC
Credit for wages paid to persons
committed to TYC
Child care credit
Research and development credit
Job creation credit
Investment credit
Before- and after-school care contributions
Refund for job creation in enterprise zones
Total credits and refunds

*Amount is negligible.
Hote: Tolals may not add due to rounding.

Table 3

Fiscal 2001 to 2006

Cost of Franchise Tax Deductions, Special Accounting Methods, Credits, and Refunds

(in millions of dollars)
2001 2002 2003 2004 2005 2006
S46.4 349 1 $52.2 %$55.5 $59.4 $63.7
3.9 3.9 3.9 39 3.9 19
3.6 3.8 4.0 4.3 4.6 4.9
208.1 2081 2081 208.1 208.1 208.1
187.8 1983 207.2 219.7 235.0 251.9
837 5 ’ Ga1.2
503.5 518.3 531.8 549.5 o705 593.6
3.9 3.9 3.9 3.9 3.9 3.9
139 14.6 15.3 16.2 17.3 18.6
11.1 11.7 12.2 13.0 13.9 14.9
8.9 2.4 28 104 1L 112
7. 39.6 41.2 435 46.2 493
0.4 0.4 0.4 0.3 0.3 0.3
39 4.7 5.0 5.3 5.7 A1
67.7 128.8 137.0 147.1 157.4 168.7
22.7 28.1 299 34.3 36.7 39.3
452 &6.1 59.6 68.5 733 785
4.5 52 5.5 5.9 6.3 6.8
$144.2 $223.3 $237.4 $261.5 5279.7 $299.8

Franchise tax exemptions

Sec. 171.051(d). Franchise tax
exemptions granted before September
1, 1975

Corporations that received exemptions
before September 1, 1975 retain their
exemptions.  Prior to this date exemptions
were administered by the Secretary of
State, These exemptions may be of any
type and include schools, churches, water
supply corporations, and foundations.

Sec. 171.052. Insurance companies

Insurance, surety, guaranty, or fidelity
companies that are subject to or that pay an
annual premium tax levied under the
Insurance Code and that have not been
exempted [rom premium taxes are exempt
from franchise tax

Insurance companies exempt under this
section are not required to register with the
Comptraller.

January 2001 + Tax Exemptions & Tax Incidence
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Appendix C

Witnhesses Testifying Before the Committee

October 25, 2001
Boyd, Jeffery
Hunter, Toni

October 26, 2001
Anderson, David
Smith, Stephen
Wisnoski, Joe

November 7, 2001
Abraham, Salem
Barnhart, Linda Kay
Cargill, David
Carlide, Anette
Carpenter, John
Clemmons, Jack
Coker, L. Ben
Creager, Keith
Dinsmore, Allan
Gaskins, Jack
Grantham, Thomas
Hancock, Linda

November 14, 2001
Anzaldua, Gilberto
Brenner, Christine
Butler, Vernon
Caballero, Raymond Mayor
Cortez, Dr. Albert
Enriquez, Blanca
Frye, Ginny

Geery, Betsy

Green, Fara

Hart, Charles

Haugh, Ipelu
Hernandez, Veronica
High Jr., Charles C.
Housen, Lucille
Keys, Walter
Konker, Karen

Havens, Wayne
Hoyt, Les

Kitten, Sandy
Lovelady, Sam
Orr, Dawson
Pierel, Carolyn
Polnick, Dr. David
Porter, Lee
Schroeder, Rod
Turner, Terrie
Vetenheimer, James
Wisnoski, Joe

Lopez, Hilda
Matney, Doug
Murdock, Steve H.
Olivas del Hierro, Carmen
Perez, Sylvester
Pierce, Wayne
Quatrini, Michael
Quintanilla, Inocente
Rodriguez, Jose
Rooney, John
Sanchez Jr., Fred
Schulte, Don

Shook, Sue

Soto, Manny

Stowe, John
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November 15, 2001
Amezquita, Michael
Anderson, David
Borrego, George
Chatelle, Melody
Conlon, Paul

Diaz, Homero
Furcron, Mickey
Hansen, Thomas
Kauffman, Albert
King, Daniel
McShan, George
Munoz, Dolores

November 29, 2001
Addison, Glenn
Boening, Henry
Boix, Jose
Cantu, Joe
Creek, Jimmy
Davis, Dorothye
Ettinger, Richard
Hicks, David
Johnson, Adrian
Kane, Ruth
Lane, Richard
Matrige, Don
Merrell, Leonard
Murrell, Dale
Nichols, Larry
Norris, Judith
Read, Ronald
Robinson, Jm

December 6, 2001
Barnett, Michael
Booth, John
Carpenter, John
Coffee, Roy
Dunlap, Jm
Hickey, Wes
Hyden, Steve
Lloyd, Sherrie
McGill, Jane

Nassar, George
Pena, Martin

Pena, Rolando
Prukop, Dorothy
Ramon, Lisandro
Reed, Sandra
Romero, Anna Alicia
Sauceda, Noe
Wooluerton, David
Zamora, Roberto

Rozelle, Terry
Schneider, Chuck
Scruggs, Tim
Simmons, David
Simpson, Michael
Spillar, Bill
Stripling, Kaye
Sturn, Leonard
Sumners, Don
Waddell, Stephen
Weeks, Jim
WEelch, Jay
Williams, Leland
Wilson, John
Wilson, Walt
Yost, Keith

Miller, Dennis
Montgomery, Richard
Peterson, Jason
Sanders, W.L.

Smith, Joe
Stubblefield, Joe

Y ost, Jerry
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December 13, 2001
Aldrick, Steve
Badll, Mike

Baker, Gayle
Bancroft, Bill
Barnett, Dawn
Barton, Linda
Bass, Brendan
Bass, Jayne
Bateman, Jean
Beadey, Eric
Bezner, J.T.
Bernd, Mac
Bieritz, Deborah
Bieritz, Gary
Blankenship, Beth
Boeing, Beth
Bolender, Aimee
Bowman, Angela
Bradberry, Charles
Braden, Jm
Branch, Stacey
Brandt, Kurt
Brantley, Dan
Britton, Linda
Bryce, Cathy
Burford, Paula
Cabrera, Debbie
Chaney, Kathleen
Cheder, Randall
Clark, Elizabeth
Clinton, Rita
Cody, Jeff

Coker, Bianca
Coker, Jerry
Cole, Janice
Crilley, Judith
Dade, Beverley
Damron, Robert
Dani€el, Barbara
Davis, Frank
Davis, John
Davis, Patti
Davis, Susan
DefFord, E. Jane
Drinkwater, Michagl

Dunn, Bill
Eubanks, John
Evanko, Meanie
Finegold, Alan
Fowers, Charlotte
Fortson, Noble
Foster, Ann
Freed, Darlene
Gardner, Saly
Gained, Joee
George, Michael
Gibson, Jane
Gillum, Ted
Glover, Robert
Grace, Beth
Grace, Kevin
Grant, Honor
Grider, Larry
Griffin, James
Grisham, Julie
Grote, Liz
Groves, Ginny
Gwinn, Stephen
Hansen, Ronald
Hayden, Allison
Henry, Louise
Hewdl, William
Hirsh, Stephanie
Hughes, Amy
Hulsey, Gary
Hunt, Lisa
Irvine, Jac
Jenkins, Alicia
Johnson, Hank
Johnston, Lyn
Judah, Marvin
Keeney, Barbara
Keith, Stan
Kerr, Cindy
Kerr, Kevin
Ketter, Ethel
Kilgust, Mary
King, Mary Beth
Koplan, David
Kreps, Lewis
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Laidlaw, Suzanne
LaKusta, Ann
Lamar, Mary
Leiser, Melora
Lemon, Lynn
Leong, Jeannette
Linsford, Alan
Lindey, Mike
Luckey, Bill
Luna, Robert
Matkin, Richard
McCallum, Paul
McCloud, Susan
McDonough, Susan
McGinness, Jill
Mclnnis, John
Miller, Michadl
Milner, Nora
Moss, Dena
Muns, John
Murphy, Marilyn
Myers, Bob
Myers, Sharla
Nelson, Guy
Nelson, Roger
Norton, Clint
Olson, Jeff

Otto, Doug
Pangrac, Joe
Perry, Elaine
Peters, Jayne
Peyton, Tina
Pierce, David
Placke, Fred
Prichard, Lev
Preston, Jenny
Raggio, Patricia
Raine, Tim
Reed, William
Reedu, Rick
Reedy, Rick
Richard, Randy
Richards, Jean

Rigg, Lynne

Roth, John
Rothmell, John
Sadler, Angela
Schrader, LaWayne
Shaw, Ann
Sheppard, John
Simpson, Ron
Sloan, B. K.
Smith, Jill

Soto, Manny
Stewart, Kenneth
Stewart, Lisa
Stow, Ralph
Streepey, Jean
Strickland, Janette
Sutherland, Carol
Tepper, John
Terry, James
Thomas, Debbie
Tocco, Thomas
Todera, Greg
Turner, Jay

Van Armistead, Mary
Van Dyke, Robert
Vick, Ress

Ward, Freda
Webster, Elizabeth
Weinkauf, Margaret
WEettig, Scott
Williams, Colleen
Wisnoski, Joe
Withers, Mojgan
Witte, Anton
Witte, Cathleen
Wong, Winny
Wood, Bruce
Woodward, Julie
Woolfolk, Rick

Y oung, Shauna
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January 24, 2002
Bradberry, Charles
Bricker, Laurie
Forgione, Pat
Hinojosa, Michael
Kédler, Harrison

January 25, 2002
Anderson, David
Perryman, Ray
Richards, Malcom
Weinstein, Bernard
Wisnoski, Joe

February 7, 2002
Connoly, John
Estes, Mike

Gaul, Tom

Gregg, Brock
Hartman, Eric
Hinojosa, Michael
Hollingsworth, Lonnie
Howard, Donna
Hoyt, Les

Jolly, Mike
Kaufman, Albert
Kelly, Jack
Lavine, Dick
Longnion, Bonnie
Martin, Christi
McCraw, Ken
Moak, Lynn

March 7, 2002
Hamilton, Billy
McGeady, John
Norris, Robert
O'Brien, John

Merrell, Leonard
Oliveras, Ruben
Taylor, Lori
Treisman, Uri
Zamora, Roberto

Morehead, Bee
Mothera, Mike
Novak, Mike
Otto, Doug
Pearson, William

Pena, Martin
Perlmeter, Rosemary
Perryman, Ray
Santiago, Gwen
Schroder, Rod

Soto, Manny

Tocco, Tom
Zamora, Roberto

Parks, Ursula
Wilson, Dan
Wooten, Tim
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April 3, 2002
LeBas, James

O'Brien, John
Parks, Ursula
Ratliff, Bill Lt. Governor
Wooten, Tim

May 9, 2002
Anderson, David

Kennedy, John
Lavine, Dick
Perryman, Ray
Wisnoski, Joe

September 13, 2002
Culberson, John Abney
Dennis, Dale

Griffith, Michadl
Keller, Harrison

Parks, Ursula
Wisnoski, Joe
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